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a relatively short course in certain important aspects of 


Public accountants who want to provide broader 
management services to clients 

Private accountants who want to serve management better 
and prepare for top management positions, and 

Others who aspire to top management positions 





®@ This new IAS MANAGEMENT TRAINING COURSE teaches 
how to understand and use the tools of business measurement. 
Knowledge of these tools is essential to the accountant who wishes 
to serve management better, and such knowledge is just as 
essential for a manager or any business ei. ployee who 
has management aspirations. 
@ The advanced subjects are taught by graphic methods. 
No mathematical knowledge beyond business arithmetic is required. 
A wealth of illustrative examples and numerous diagrams 
simplify the explanations. 
@ The complete course consists of 55 study assignments, each 
with an examination to be solved and submitted for correction and 
grading by CPAs and returned to you with a model solution. 
@ The subjects covered are: 
Basic Accounting — 25 assignments 
Economics — 10 assignments 
Management Control — 20 assignments 
@ Either or both of the first two sections may be eliminated 
(with a corresponding reduction in tuition) by those who have 
had recent equivalent training and have no need for refresher 
courses on those subjects. 
@ The IAS MANAGEMENT TRAINING COURSE is available 
to individuals and also to firms which are interested in enrolling 
a group of employees at a special group discount. 
@ If you would like further information about the course and 
a complimentary copy of one of the Management Control 
assignments, address your letter to the Secretary, IAS, 
at the address below. 


INTERNATIONAL ACCOUNTANTS 
SOCIETY, INCORPORATED 


A Correspondence School Since 1903 
209 WEST JACKSON BOULEVARD, CHICAGO 6, ILLINOIS 
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MORRISON-KNUDSEN 
COMPANY, INC. 


“Caltonal Accounting machines save us $116,400 
a year...return 90% on our investment” 





—MORRISON-KNUDSEN COMPANY, INC., Boise, idaho 
LEADER IN INTERNATIONAL HEAVY CONSTRUCTION AND ENGINEERING 


“Our business is international in scope, employing more than 
40,000 people. We have placed 32 National Accounting ma- 
chines on bela construction projects, and in our home office 
and branch offices. 

“The machines are used for accounts payable, payrolls, 
processing earnings records, preparing Federal and State 
reports, writing W-2's, and posting detail cost ledgers. 

“Nationals permit switching quickly from one job to an- 
other, thus increasing their utility. And the simple operation 
and programming is advantageous in training personnel 

“We estimate that these National machines save us 
$116,400 a year, a 90% annual : a 
return On our investment.” Dim an Sbrref~ 


Controller, Morrison-Knudsen Company, Inc. 


THE NATIONAL CASH REGISTER COMPANY, barron 9, onio 
989 OFFICES IN 94 COUNTRIES 


In your business, too, National ma- 
chines will pay for themselves with 
the money they save, then continue 
savings as annual profit. Your nearby 
National man will gladly show how 
much you can save—and why your 


operators will be happier. m= 
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THE PRESIDENT’S PAGE 

S' ) long as Internal Auditing confined its scope to the so-called protec- 

tive phases, it did not find itself in a great deal of contact with the activi- 
ties of other professional consultants, or with much of the planning func 
tions of management. However, as one contemplates the present and future 
scope in respect to the constructive phases of auditing, it is evident that 
the internal auditor may become more or less directly involved with such 
advisory and service functions as operations research and other manage 


ment services offered by outside consultants. 


To those of us who are already operating in the field of management 
auditing, it becomes increasingly necessary that our service to management 
be maintained on an ever-expanding and productive basis. We must broaden 
ourselves—in thought and action—so that the internal auditor may make 
the greatest possible contribution to his company as a member of the man- 


agement team 


lo those of us who are contemplating expansion of audit scope, it be 
comes essential at this time that we do not delay. Those who do not 
broaden are apt to see their own operations diminish in relative importance 
because they will not be in a position to supply their managements with 


the viewpoint and the services that are essential in today’s business 


The internal auditor who confines himself—or is confined—to the pro 
tective and verification phases of auditing will find it increasingly difficult 
to justify his position. He runs the very real risk that his proper construc- 
tive functions may be taken over or assigned to others. We cannot suffet 


ourselves to remain static in a dynamic business society and survive. 


W. 
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TRANSPORTATION AUDITING’ 


By E. GROSVENOR PLOWMAN 


Vice-President and General Traffic Manager, United States Steel Corporation 


A major demand made by management of the internal auditor is t 
identify areas where costs can be reduced. Perhaps the greatest opportunity 
lies in transportation operations, particularly as the cost is so hidden by 
account classification techniques that its magnitude is rarely apparent. The 
author points out five areas of examination open to the internal auditor in 
this important field. 


INTRODUCTION 


Y accounting professor of many years ago one day explained the 

then relatively new concept of “cost accounting” to his class. He 
said it was a kind of accounting that bore little resemblance to bookkeeping, 
and that its interest in cost was likewise unusual, in that the emphasis was 
on control of cost from the viewpoint of the manager, rather than the book 
keeper. To paraphrase this definition, transportation auditing is a kind of 
auditing that includes testing financial performance, but that directs itself 
primarily towards testing the controls exercised over the use of transporta 
tion. Transportation audits save money and make profits for any business 
that has substantial tonnage of inbound, outbound and intraplant move 
ments or numerous shipments of any kind 


Transportation auditing is, of course, not a substitute for the usual 
annual audit of corporation books and reports. It encompasses appreciation 
and understanding of the principles of cost accounting and, significantly, 
uses established cost standards as one of its tools in judging transportatio1 
performance. It is not methods engineering, although its audit reports ofte1 
help to reveal research pathways and indicate procedural studies that car 


lead towards methods improvement 


Transportation auditing has been neglected in some corporations becaus¢ 
the audit responsibility is divided. In many concerns the task is thought 
of as primarily an audit of freight bills after payment. Usually this audit 
activity, like the processing of loss and damage claims, is handled by the 
traffic department because traffic files and traffic skill are both essential 
However, this natural situation should not prevent the accounting depart 
ment from performing other important audit tasks in this increasingly 


complex field of purchased transportation 


* Delivere Pittsburg 
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Transportation auditing is divided into five general fields. Since practice 
varies, and since it is almost impossible to draw a firm line between, for 
example, auditing by the traffic department and auditing by the accounting 
department except in specific cases, these five fields may be considered 
without reference to organization chart assignments. The five fields that 
require transportation audit are: 


1. Billing or posting errors 


2. Loss or damage claims 

3. Insurance and safety costs 
+. Equipment detention costs 
s 


Duplicate or incorrect actions 
BILLING OR POSTING ERRORS 


Auditing of freight bills after payment is a necessity because of the 
certainty of some degree of human error and because freight rate tariffs 
have become more and more complex. Prior to World War II, in 1936, a 
skilled tariff rate analyst could ascertain a railroad freight rate in from 3 
to 5 minutes. He could then use this rate with confidence that there was 
no other applicable tariff item that might provide for a lower freight charge. 
Today the same skilled rate analyst will require from 9 to 15 minutes in 
which to read the tariff and make needed calculations, and the analyst will 
often be unable to assure himself that he has found and quoted the lowest 
applicable rate. This situation is rendered even more complex because 
numerous truck and barge tariffs must also be consulted. These complica- 
tions are multiplied by the effect of technological changes which make 
partially obsolete the commodity descriptions and definitions upon which 
the applicability of freight rates must rely. 


Internal audit of freight bills comprehends much more than mere mathe 
matical verification of charges. Effective review of such costs by the auditor 
depends on close cooperation with traffic department tariff technicians or 
with operating department personnel in determining the propriety, as 


stipulated by carrier tariffs, of the charges which are assessed for the par- 


E. GROSVENOR PLOWMAN its Vice-President—Traffic of United States Steel 
Corporation. Following broad experience as a teacher Mr. Plowman became traffi 
manager of the Colorado Fuel and Iron Corporation, and in 1944, vice-president in 
charge of traffic for United States Steel Corporation. Mr. Plowman organized the 
Vilitary Traffic Service in the Department of Defense and served as its first director 
In 1952 he was presented the department's highest civilian award, the Certificate of 
Appreciation for Exceptional Civilian Servic: 

Vr. Plowman is a graduate of Dartmouth College and recetwed a Ph.D. degree 
from the University of Chicago School of Business. He is a member of the American 
Iron and Steel Institute, the National Industrial Traffic League, former president and 
chairman of the board of the National Defense Transportation Association, and forme? 
president of the American Society of Traffic and Transportation. He is -author of 


Business Organization and Management 
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ticular service involved. For example, the following considerations may 
arise : 

Is the charge incurred properly one for weighing, or should the lesser 
charge for reweighing a particular carload shipment be assessed? 
Which service is actually performed? 

Is the charge for weighing an empty car authorized by the tariff, or 
is the weighing tolerance rule applicable under which there should 
be no charge assessed ? 

Is the movement one properly considered as a switching service and 
covered by the related tariff charge, or is it actually a respotting or 
replacement of the car calling for a different charge? 

\re “run-around” provisions of the demurrage tariff covering car deten- 
tion applicable, thereby relieving the company of charges which may 
have been billed? 


Post-audit of freight bills after payment results in refund of overcharges 
ranging from 44% to 3% of total freight charges originally paid, the recov 
ery being greatest when the shipments are of a varied character rather than 
being the same commodity from the same origin to the same destination 
Clearly such recovery justifies and more than pays for this type of transpor- 
tation audit. 


Certain types of freight charges must, because of their nature, follow 
the transaction, thus opening the door to errors in posting. An example 
is a last-minute switch, at customer’s request, to a faster and higher cost 
type of transportation. Transportation auditing must check on this possi 
bility of incorrect posting of the resulting additional transportation changes 
However, unlike the year-round audit of freight bills after payment, just 
described, errors in posting must be sought on a spot-check and exploratory 


basis. 


LOSS OR DAMAGE CLAIMS 


Each situation involving over, short or damaged freight is itself a 
transportation audit. Facts must be obtained and agreed to or contested. 
There is almost always a commercial problem. Theft or fraud is frequently 
suspected, and investigation must be made. Human error is a debatable 
factor. Salvage problems and practices can become controversial. Legal 
precedents and previous settlements may influence the amount of the pos 
sible claim and forecast shipper success in collecting from the carrier. Here 
are a few illustrations, presented only to show how varied is the problem 
of loss and damage. How would you decide how much the carrier should 
pay? 


1. A carload containing two shipments is placed on the siding of the 
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first receiver whose employees unload more than they should. Thus 
the first receiver is over and the second receiver is short. 


2. Two truck lines interchange small shipments across a freight-house 
platform. The second driver receipts for an entire lot, but one pack- 
age is missing when delivery takes place. After replacement by air 
express the missing package is discovered at the transfer point. 

3. A carload of lump coal consigned to a coal dealer is delivered as 
part of a train of slack coal for a steel plant and is emptied by the 
car dumper at the steel plant. 

4. A carload of strawberries is delivered to the New York produce 

market a day behind schedule, causing loss of value when sold by 

the receiver. 


ws 


\ barge loaded with steel pipe sinks after a collision. The pipe is 
salvaged, cleaned and reshipped to the original consignee by rail, 
the change to rail being made in order to speed up delivery. 


INSURANCE AND SAFETY COSTS 


To assume that all transportation risks can and should be insured is an 
oversimplification. In fact, the money saving that can be realized through 
wise use of self-insurance is one of the important reasons for transportation 
audits within this field. The purpose of insurance is to protect against the 
cost of a transportation accident and subsequent damage or loss to the 
extent that such cost is not normally borne by the carrier. Outside placement 
of this insurance is not needed if a transportation audit shows that there 
are sufficient separate shipments to spread the risk in self-insurance fashion. 


In addition to insurable risks, carriers have established practices that 
cause shippers to share in the cost of repair or avoidance of accidental dam 
age to transportation equipment and cargo. For example, railroads have 
published detailed packaging and loading rules. Compliance with these rules 
is at the shipper’s expense for the materials and labor involved. The shipper 
may weigh such expense in the light of potential risk involved, but in many 
instances he must comply with the rules if his shipment is to be accepted 
for transportation. 


Carriers and/or government agencies have also established rigid rules 
with respect to the safe maximum load that can be carried by each railroad 
car, truck, barge, vessel and aircraft. If a shipper action results in an overt 
load, the cost of correction can sometimes be charged back as added cost. 
From a self-interest viewpoint shippers should seek to avoid overloads, 
since the resulting undue wear and the accidents that occur add to the total 
cost of for-hire transportation. Likewise, from a self-interest viewpoint 
there are often good reasons to wish to avoid underloading. When freight 
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charges are on a per vehicle basis, or involve providing a stated minimum 
load per vehicle, underloading becomes a cost. 


The transportation audit technique provides a practical and low-cost 
means of checking on actual management control of this important problem 


of overloading and/or underloading transportation equipment. Important 
savings can be brought about by its use for this purpose. 


EQUIPMENT AND DETENTION COSTS 


When we consider that the five-day week immobilizes a large portion 
of the railroad freight cars and also of the local cartage and specialized 
industrial over-the-road trucks for one-fourth of each week, any factor that 
adds further to equipment wastage looms large. Such a factor is delay dur 
ing the unloading and/or loading period, when the freight car or truck is 
being held subject to shipper or receiver actions and decisions. 


Railroads have developed demurrage charges, and truckers are in 
process of developing detention charges to help solve this problem of shippet 
or receiver wastage of equipment time. Both demurrage and detention 
harges have the same purposes, to recover some of the rental value of 
the equipment and, more. importantly, to stimulate shippers and receivers 
to reduce to a minimum their delay of equipment. 


Freight car demurrage involves the keeping by each railroad of a 
special set of car record books. These books involve records of time or 
arrival, unloading or loading, etc., and also involve matching of incentive 
credits for fast handling so as to reduce the charges against cars held for a 
longer time. Demurrage records depend upon accurate information from the 
carrier and the industry. Demurrage is costly and alone justifies a transpor- 
tation audit, but the emphasis of the audit should be towards finding ways 
to reduce wastage of freight car days. 


When trucks line up for blocks awaiting entry into a plant or wait for 
hours within the plant, clearly the problem is not relieved by paying truck 
detention charges. The real cure is to lessen or eliminate the wastage of the 
time of trucks and their drivers at a cost of $6.00 or more per hour. Here 
again transportation auditing can help to turn the spotlight on the details 
of the problem, thus helping to find a solution. 


DUPLICATE OR INCORRECT ACTIONS 


For a shipment to be weighed several times during its journey is not 
unusual. Sometimes the duplication is caused by shipper instructions to the 
railroad or truck line. Sometimes the railroad or truck weight is required 
as a cross-check against the weight that was estimated at origin or destina- 


tion. Or the reverse may occur of a truck or railroad estimated weight being 
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cross-checked by a destination actual weight. Regardless of the reasons, 
duplicate weighing costs money. Here is a fertile field for the transportation 
auditor, to analyze and to recommend possible changes. 

Within large plant areas a great volume of material must move intra- 
plant or interplant by rail or truck, or by specialized devices such as fork- 
lift carriers. Both duplication and error in ordering movements can occur. 
Duplicate orders for movement by rail and by truck can result, through 
human error, in both types of transportation collecting for the same move- 
ment. Again human error can result in carrier charges being paid when the 
movement did not occur, simply because of reliance upon oral understand- 
ings instead of establishing written records covering each movement. 
\nother common source of extra cost is in movement in such a manner 
as to have to pay two switch charges, one into and the other beyond an 
intermediate hold point. All these are pinpointed by transportation audits. 
Such audits may stimulate methods reviews as a result of examination of 
intraplant movement costs. Where rail movements occur in congested or 
confined areas, a switch to such equipment as straddle trucks may effect 
substantial savings in cost and significant improvement in transportation 
efficiency. 


Another source of cost attributable to human error is in the loss of 
desired transit rights at some distant point, due to failure to place proper 
routing instructions on the bill of lading, or due to disregard to such routing 
instructions at the origin for some local and temporary reasons. Here again. 
the transportation audit is a valuable tool. 


CONCLUSION 


The reasons why transportation audits can assist traffic executives to do 
a better job in selecting and using for-hire transportation have been out 
lined above. Following is a listing of the major examples of such audits. 
This list will serve as its own emphasis upon and evaluation of transporta- 
tion audits. They seem to have special value in: 


Correcting errors in freight bills after payment 

2. Checking on charges that must follow the shipment 
3. Collecting claims involving loss or damage to shipments 
4. Determining when and what to self-insure 

5. Allocating cost of repair of equipment damage 

6. Allocating cost of avoidance of equipment damage 
Control of overloading and underloading 

8. Reduction of wastage of equipment time 

9. Elimination of unnecessary duplicated action 

10. Detection of intra- and interplant shipping errors 
11. Detection of origin shipping errors that affect transit 


INTERNAL AUDITING 
A STATEMENT OF BASIC PRINCIPLES AND 
CONCEPTS 
By UNITED STATES GENERAL ACCOUNTING OFFICE 


In recent years internal auditing has recetved ever-greater recognition 
ind acceptance by government agencies. The following article is a brochure 
published by the United States General Accounting Office setting forth 


; 


s views on the role of internal auditing in government operations 


INTRODUCTION 


Management control refers to the pattern of organization and the poli 
cies and procedures of an activity designed to assure that assigned responsi 
bilities and planned objectives are being carried out in the manner and with 
the results intended. The essence of management control is the action taken 
to direct or carry out operations including the correction of deficiencies and 
the adjustment of operations to conform to prescribed or desired standards 


The basis of the action is information in the hands of the managers 


Sucl 


information may come from direct observation or from a system 
of reporting. Reported information may come from various sources, one of 
which is the system of review and appraisal established by the management 


) provide it with objective information on its operations. 


There are various methods by which the internal review and appraisal 
unction can be organized and carried out. One of these methods is internal 


auditing. The accompanying observations and suggestions are intended to 
stimulate the development of high standards of internal auditing in those 


"> 


wwencies where it is deemed to provide the appropriate method of review 
ind appraisal and to encourage the continued improvement of internal 
auditing in those agencies where it is already established. 


g described herein is broad, it is to 


4 


While the scope of internal auditi 
be emphasized that the pattern of organization and the assignment of respon 
sibilities for internal review and appraisal functions should be tailored to 
the needs of each agency. One of the main objectives of a system of manage 
ment control should be to assure that such a function is being carried out 
in an adequate and timely manner. The responsibility for carrying it out 
need not be vested solely in an internal audit organization, if there are 
other organizational segments of a staff nature in the agency which can 
satisfactorily perform assigned review and appraisal functions. If more than 
one organization is used for such a purpose, however, they can function 


13 
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efficiently and effectively only if assignments of responsibility are clear and 
jurisdictional conflicts as well as overlapping and duplication are avoided. 


NATURE OF INTERNAL AUDITING 


Internal auditing is a method of providing for independent reviews and 
appraisals within an agency. It is an element of management control, func 
tioning by reviewing, appraising and reporting to management on the 
effectiveness of other controls. Depending on how the management arranges 
its system of control, sometimes the scope of responsibility assigned to the 
internal auditor is restricted to accounting and financial matters. Under 
other circumstances, the internal auditor’s responsibilities may extend to 
reviewing operating matters, in which case he can supply the management 
with information as to whether operations are being carried out effectively, 
efficiently, and as intended. 


Internal auditing is not a managing, supervising, or directing function 
It assists management by furnishing information which may become the 
basis of action. The internal auditor does not direct or control this action 
His purpose is to assist the management in attaining its objectives. 


BENEFITS OF INTERNAL AUDITING 


Business management has found that the constructive services rendered 
by internal auditors in the form of recommendations, suggestions, and the 
gathering of specific information for management use have aided it in meet 
ing many of the problems of large scale, decentralized operations. The 
administrative problems of large organizations either in business or in 
Government can be numerous and complex. As a result, top management 
can sometimes do little more than formulate over-all policies and procedures, 
provide the machinery for carrying them out, and review reports on opera 
tions. Where a management has found it necessary to assign increasing 
responsibilities down the organizational structure, it must devise means of 
keeping fully informed of what is going on at the point of operation. To 
do this, it is necessary to expand and refine existing concepts of control and 
to develop new ones. Internal auditing of sufficiently broad scope is one 
means by which management can provide itself with an effective control 
device. 


The management also benefits in learning of problems as they occur so 
that remedial measures may be taken before the continued existence of the 
problems unpairs the proper functioning of the organization. Internal audi 
tors can bring to light such matters of interest and concern to top manage 
ment as opportunities for savings, increased efficiency, and better ways of 


doing things 
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similarly, internal auditing can be of benefit to the management of 
smaller organizations, or of segments of large organizations, when the ideal 
segregation of duties and responsibilities among employees for control 
purposes is not always economically or otherwise practicable. Internal audit 
ing in such cases may provide the additional internal checks and control 
required for effective management. 


By reason of his knowledge of management policies and procedures and 
his contacts with officials and employees at all organizational levels, the 
internal auditor can provide a valuable service in assuring better communi 
cations within an agency. He can provide informal explanations and inter 
pretations of prescribed policies and procedures, and he can obtain first hand 
observations as to their usefulness or effectiveness which can be passed 
back to those responsible. This type of service, while largely informal, can 


contribute materially to effective management control 


The benefits to be derived from the operation of an effective internal 
audit organization or similar function may be obtained by managements of 
Federal Government agencies depending upon their needs and desires. 


The Congress recognized the role and usefulness of internal auditing 
when it enacted such legislation as the National Security Act Amendments 
of 1949, the Post Office Department Financial Control Act of 1950, and the 
Budget and Accounting Procedures Act of 1950. However, these laws did 
not define the scope of internal auditing. The Budget and Accounting Pro 
cedures Act of 1950 defined the responsibilities of top agency management 
for this function as follows: 


“Sec. 113. (a) The head of each executive agency shall establish 


f accounting and internal control designed to 


and maintain systems « 


provide 


*(3) effective control over and accountability for all funds, property, 
and other assets for which the agency is responsible, including appro 


x & 


priate internal audit ; 


AUTHORITY 


Internal auditing is a staff or advisory function rather than a line ot 
operating function. The internal auditor should not have authority to make 
or direct changes in the procedures or operations of an agency. His method 
of operation is to make independent analyses, reviews, and evaluations of 
existing activities and procedures, to report on conditions found, and to 
recommend changes or other action for the consideration of management 


and operating officials 
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The internal audit staff should not be responsible for or be required to 
perform line operation assignments. The internal auditor should be factual 
and unbiased in calling the management's attention to matters requiring 
corrective action. His function is to present his views and thoughts con- 
structively to the management for its use in determining the action to be 
taken, if any. 


RELATIONSHIP TO AGENCY OPERATIONS 


Since internal auditing is a staff function, it should be independent of 


line operations. Independence permits it to provide the management with 


objective reports concerning its reviews and appraisals. Internal audit 
review and appraisal does not in any way relieve other persons in the agency 
of the primary responsibilities assigned to them. Operating officials should 
he vested with full responsibility for compliance with prescribed policies 
and procedures, for proper protection and use of the resources of the agency, 
and for appropriate action in the correction of deficiencies or unsatisfactory 
conditions reported by the auditor. An internal audit organization should not 
replace established lines of operating authority and responsibility. Nor does 
it eliminate the need for continuing functional supervision, including super 


visory inspections, necessary to the discharge of assigned responsibilities 


\s part of the internal auditor’s operations, he will make recommenda 
tions and consult with agency officials on his findings. The internal audito1 
should not be assigned responsibility for developing new organization pat 
terns, methods, systems, or procedures, although he may call attention to 
problem areas with respect to any of these matters. Such responsibility 
would interfere with his objectivity when, in the course of his audit work, 
he is required to review and appraise such matters. An important part of 
he internal auditor’s function is to report deficiencies and weaknesses to 
the agency management so that it can decide what action should be taken 
The specific procedures followed to carry out such decisions can be de 
veloped by specialists in systems, procedures, or methods. The reports and 
other information of the internal auditor should be made available to such 
groups, and he should coordinate his activities with them and keep abreast 


of their work 


lements essential for the proper development of an effective internal 


review function within a Government agency include the following 


Understanding and icceptance by agency management ol a sou 


concept of internal control of its activities 


2. Recognition of the proper place of internal auditing or other internal 


ips 


review functions as an integral part of the whole system of mar 


ment control 
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3. A strong, effective internal review organization staffed with adequate 
numbers of qualified people capable of performing a well-conceived 
audit or review function. 

+. An effective program of internal review work 

5. Effective use by the management of the results of internal review 


wi rk 


LOCATION IN THE ORGANIZATION AND INDEPENDENCE 

The internal auditor should be responsible to an official at a sufficiently 
high level to assure adequate consideration and action on his findings and 
recommendations, He should be in a position which fosters a broad view 
point on interrelationship of organizations and functions and provides a1 
pportunity to make independent evaluations. The audit organization should 
be constantly aware of its responsibility and opportunity to aid the various 
levels of agency management. The position of the internal auditor in the 
organization should be such that he is independent of the officials who are 
lirectly responsible for the operations he reviews. If he is not independent, 
he cannot be expected to carry out his work in a manner sufficiently objec 


tive and impartial as to best serve the needs of the top management 


OPE OF WORK 

To the extent of its assigned responsibility, the purpose of internal audit 
ng is to provide the management with independent, objective, and con 
structive appraisals of the effectiveness and efficiency with which financial 


ind operating responsibilities of the organization are being performed. 


Che nature and scope of work to be performed by the internal audit 
rganization should be defined in general terms by the top management of 
he agency so that the duties, responsibilities, functions, and stature of th 
internal auditors will be adequately recognized by all components of the 
wency. The needs of management officials for assistance of the kind that 
nternal auditors can provide vary from agency to agency because of differ 
ences in nature and location of activities and operations, organization struc 
ture, capabilities of officials and employees, and concepts of management 


control held by the responsible top agency officials. For this reason, the 








scope of work which the internal auditors in Federal agencies should 
perform cannot be standardized. This is a matter for determination by eacl 
agency management 

\gency management does have a responsibility for utilizing to the maxi 


mum extent practicable those means which will contribute to the most 


efficient and economical administration of the agency's affairs. Internal 
’ 


nel 


auditing or other means of internal review can be of great usefulness w 


e ager V's ( pe rations 


their scope of performance is broad in relation te 
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Some of the general types of work and areas of inquiry which can be 
assigned to the internal auditors are described below. 


Reviewing compliance with and appraising performance under policies, 
plans, and procedures established by the management for carrying out its 
responsibilities 

\ necessary function of management is to establish and prescribe poli 
cies, plans, and procedures for carrying out agency activities. But this does 
not assure that its wishes will be carried out completely and in the manner 
intended. The internal auditor may provide a very useful service to the 
management by reviewing and reporting on the extent and nature of internal 
agency compliance with its policies, plans, and procedures as well as ap- 
plicable legal and regulatory requirements. 


\s part of the protective type of service which the internal auditor can 
render, his work may extend to reviewing the operation of the whole sys- 
tem of management controls over operations and resources to ascertain 
whether they are functioning properly and effectively. 


\s a result of the familiarity acquired as to management policies, plans 
and procedures and the manner in which they are working out, the internal 
auditor may also submit pertinent observations as to their adequacy and 
effectiveness in relation to top management objectives 


Examination of financial transactions 

The internal auditor should examine financial transactions to the extent 
necessary to acquaint himself with the financial operations of the agency 
and provide a satisfactory basis for evaluating compliance with prescribed 
policies and procedures and applicable laws and regulations as they pertain 
to the agency’s financial operations. 


Testing the reliability and usefulness of accounting and other financial and 
statistical data produced in the agency 

The work of the internal auditor should include examination and testing 
of the accounting and other financial records and evaluation of the system 
of the agency in order to establish the reliability of the data used by man 
agement for internal purposes and for external reports, such as those to be 
used to support budget requests. The internal auditor may also examine the 
basis and related procedures for the production of statistical data for man 
agement use outside the accounting system. The purpose and usefulness of 
internal reports may be kept under continuing study by the internal auditor 
as one means of avoiding the continued production of reports that serve no 
useful purpose, eliminating the distribution of reports to those who have no 
use for them, and assuring that changing activities or circumstances of the 
agency are considered in the internal reporting of the agency. 
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Some internal audit work programs are developed solely along balance 
sheet audit lines, which places primary emphasis on the verification of the 
accuracy of financial accounts and transactions. A program of such limited 
scope does not effectively serve all the needs of management. Although it 
may be of some value, this kind of work does not contribute as construc 
tively toward strengthening internal control as is possible and does not 
constitute the best use of internal audit effort. A better direction of such 
effort results if the emphasis is placed on the review of those procedures 
and controls applicable to the accumulation of the basic financial and 
accounting data. 


Reviewing the effectiveness with which the agency's resources in the form 
of manpower and property are utilized 

The internal auditor can be of great assistance to agency management 
in providing it with information which may be used to bring about changes 
in policies, procedures, or practices and thereby achieve more efficient or 
economical operation. In the internal auditor’s review of agency operations, 
he may be required by the management to be on the alert for and report 
on such matters as unnecessary duplication of work by employees or organ 
izational units ; performance of work which serves no useful purpose in the 
agency ; faulty synchronization of flow of work resulting in idle time; over 
staffing in relation to assigned responsibilities; organizational patterns 
which result in unnecessary work ; extravagant buying habits ; procurement 
of unneeded property, materials, or supplies; wasteful use of property. 


Periodic or special examinations into these types of problems may of 
course be provided by the management to be performed by internal review 
ing organizations other than the internal auditors. However, these illustrat 
the types of problems which might be encountered by an internal auditor 
and, unless provision is made by the management for other channels of 
review and reporting, they might not otherwise come to the attention of 
the management. With such information and the mechanism for the con 
tinued reporting of such problems, the management is in a better position 
to perform its duties of directing agency activities in an effective, efficient, 
and economical manner. 


Examining the effectiveness of the safeguards provided over agency assets 
to prevent or minimize waste or loss 

The internal auditor may also be required to be concerned with whethet 
all assets for which the agency is accountable are properly accounted for 
and whether adequate procedures are being followed to protect the assets 
from unnecessary loss, deterioration, or misuse. When he is assigned 
responsibility for these matters, he should always be on the alert for fraud 
and dishonesty and for opportunities and practices which could lead to 
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fraud, dishonesty, or loss. Such matters should be brought without delay to 


the attention of the management. 


MANAGEMENT OF THE INTERNAL AUDIT FUNCTION 


\ manual should be developed outlining the objectives of internal audit 
work in the agency, the general scope of work to be performed, and stand- 
ards of performance. In some situations, the internal audit may properly) 


become a continuous appraisal; in others, it may be periodic in character 


Forward planning of audit work is desirable to identify the areas to 
he covered and to permit systematic scheduling of work and orderly use of 
manpower. However, audit plans should be sufficiently flexible to permit 
special reviews or audits as circumstances require, thereby making possible 


the best service to the management. 


Constant stress needs to be placed on maintenance of high stendards 
of performance, adequacy of work, and timeliness of reporting. Work per 
formed should at all times meet professional standards of competence, relia 


bility, and objectivity. 


To be effective under the changing conditions encountered by many 
agencies, internal auditing should be subjected to continuing reappraisal, 
especially its area of coverage and its relationship to the policies and pro 
grams of the agency. Auditing policies and procedures must be modified 


to meet changing requirements. 


There can be no such thing as a “model” internal audit or review 
organization suitable for application to every agency’s needs. Top manage 
ment should devise an internal audit or review system that will best suit 


its particular needs. 


REPORTING OF AUDIT FINDINGS 


\n important part of the internal audit process is the reporting of find 
ings, observations, conclusions, and recommendations to the agency manag¢ 
ment. The internal auditor should report to the management at a level hig! 
enough to assure adequate consideration of his findings. Top management’ 
role is of great importance in this respect. By inaction or inattention, the 
management can lose much of the constructive benefit of internal audit work. 
On the other hand, its interest in and use of the internal auditors can cor 


tribute much to the acceptance of such work by all management levels 


Both the management and the internal auditor should recognize that 
they are appraising situations from the vantage point of hindsight and 
should place primary emphasis on improvement of operations rather than 


on criticism of the past. Except where the possibility of fraud may requir 
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different treatment, findings should be discussed with the responsible 
operating officials whose activities are being reviewed. Their views should 
be solicited and given recognition so that the report can become a vehicle 
for constructive action in which the operators have a part 


Reporting a finding, observation, or recommendation by an internal 
auditor should not end his concern with the matter. At appropriate subse- 
quent times he should ascertain whether recommendations have received 
management consideration, whether the corrective action decided to be 
taken has in fact been taken, and whether the results were satisfactory. In 
other words, his continuing reviews should include suitable follow-up of 


previous findings and recommendations 


In large agencies where numerous internal audit reports are rendered, 
the practice of preparing periodic summary reports of findings and actions 
thereon, or lack of action, should be considered as a practicable device for 
focusing top level attention on the activities of the internal audit organiza 


tion and the status of its findings and recommendations. 


PERSONNEL 


Carrying out the type of internal audit described requires a staff of com- 
petent and experienced auditors. To develop existing audit staffs to the 
desired level of ability, staff training or developmental programs should be 
devised. The degree to which internal auditing can aid the management is 


directly related to the capabilities of the internal auditors. 


Since the internal auditor may be required to assume broad responsi 
bilities and render a wide range of services, he should be well informed on 
such matters as his agency’s purposes, objectives, policies, operations, and 
activities; its budget, fiscal, and accounting procedures and those of the 
Government; legal and regulatory requirements; accounting and auditing 
principles and procedures; and business practices generally. 


Within the scope of his assigned responsibility, he should be capable of 
making reviews and evaluations at various operating levels from the stand 
point of the management. He should be able to consider the problem areas 
in relation to management interests and to make beneficial and workable 
suggestions. Academic courses in business management, accounting and 
auditing can aid the auditor in acquiring some capability in these regards, 
but much of the ability to carry out these responsibilities must be acquired 


by experience. 


The nature of the work also makes it essential that the internal auditor 
he able to work effectively with all classes of employees. He needs to be able 


to communicate effectively both orally and in writing 











The Internal Auditor 


In the course of their examination, internal auditors have excellent 
opportunities for becoming acquainted with agency problems and people. 
The investment of talent and time in internal audit thus can also aid in the 
development of an additional source of management personnel. 


CONTRACT AUDITING 

The auditing of contracts by an agency is a function performed for the 
general purpose of examining compliance by contractors with the require- 
ments of contracts under which goods and services are supplied to the 
agency. Under cost and variable price contracts, such audits include exami- 
nations of requests for cost reimbursements, of cost data contained in pricing 
proposals, and review of actiyities generating those costs to the extent the 
agency's interests are affected. The general purpose of this type of auditing 
is to appraise the discharge of contractors’ financial responsibility to the 
Government and to provide information necessary to sound contract admin- 
istration. It is an essential part of an agency's system of control to achieve 
its purposes in an efficient and economical manner 


Functionally, this type of auditing is not internal auditing, although the 
interest of the agency management in the efficiency and economy of the 
operations conducted by the contractor parallels or supplements the interest 
in the operations conducted directly by the agency. The audit of contractor 
costs or performance is an essential aid to the administration of contracts. 
In addition, the audit findings often may be of direct usefulness to operat- 
ing officials in their evaluation of the programs for which they are respon 
sible. Even though there is a strong relationship between the two audit 
functions, provision should be made for the contract audit work as well 
as the contract negotiation and administration activities of the agency to be 
reviewed from an internal audit standpoint in the same manner as other 
operations are reviewed, on behalf of the management, to ascertain whether 
they are being carried out properly and effectively. 

As a practical matter, an agency management may wish to assign both 
the internal audit and contract audit functions to one group. By this means, 
centralized technical and administrative direction of both functions can be 
provided. It also facilitates the provision of the broadest services to th« 
agency by permitting the development of a common pool of audit personnel 
usable on an “across the board” basis. When capable auditing talent is in 
short supply, maximum flexibility and economy of operation in utilization 
of such personnel is particularly desirable. One way of achieving this is by 
organizing these audit functions under centralized direction. 


THE INTERNAL AUDIT FUNCTION IN SMALL AGENCIES 


The establishment of an internal audit or review organization and the 


manner in which it is used is largely a matter for top management decision 
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In large agencies, particularly where operations are wide-spread and decen- 
tralized, the use of internal auditors can be very beneficial. On the other 
hand, in small agencies having relatively few employees located in one place, 
the system of management control over operations and resources may be 
so organized that an internal audit organization is not necessary and may 


not be justified. 


In small agencies of large departments, the same may be true. In these 
cases, the larger agencies of the same departments may have auditors who 
can be assigned or loaned to the smaller agencies for special audit or review 
work, if needed or desired, thus obviating the need for those agencies to 


have their own auditors. 


RELATIONSHIP TO OTHER INTERNAL REVIEW OR APPRAISAL ACTIVITIES 


Some agencies of the Government have established other organizations 
engaged in internal reviews or appraisals whose functions in certain respects 
ire similar to those which may be assigned to an internal audit organization 
In some agencies, inspection and the internal audit organizations have been 
placed under the direction of the same official. In other agencies, these 
activities are completely separate, organizationally and functionally 

The pattern of organization is a matter for top agency management to 


adopt based on its particular needs. As long as the needs of the top man 


agement are effectively served, appropriate internal reviews are carried 


mut, all such internal review activities are properly coordinated, and dupli 


cation is avoided, the method of organization is not important 


RELATIONSHIP OF INTERNAL AUDITING TO GENERAL ACCOUNTING 
OFFICE AUDIT RESPONSIBILITIES 


In the discharge of its statutory audit responsibilities, the General 
\ccounting Office is required by law and as a matter of generally accepted 
auditing practice to give due regard to the effectiveness of accounting organ 
izations ind systems, internal control and audit, and the related administra 
tive practices of an agency and its activities. Thus the adequacy of the sys 
tem of internal control, including internal audit or other methods of internal 
review, is of importance to the General Accounting Office in carrying out 
its responsibilities. The Budget and Accounting Procedures Act of 1950 
spelled out the duty of the General Accounting Office to consider agency 
internal auditing in section 117, as follows: 

“Sec. 117. (a) Except as otherwise specifically provided by law, 
the financial transactions of each executive, legislative, and judicial 
agency, including but not limited to the accounts of accountable officers, 
shall be audited by the General Accounting Office in accordance with 


such principles and procedures and under such rules and regulations as 
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may be prescribed by the Comptroller General of the United States. In 
the determination of auditing procedures to be followed and the extent 
of examination of vouchers and other documents, the Comptroller Gen- 
eral shall give due regard to generally accepted principles of auditing, 
including consideration of the effectiveness of accounting organizations 
and systems, internal audit and control, and related administrative prac- 
tices of the respective agencies.” 


\lthough areas of common interest exist between the General Account- 
ing Office and agency internal auditors, final objectives and responsibilities 
differ in important respects. Internal auditing is an integral part of an 
agency's system of management control. In making its audits, the General 
Accounting Office reviews the entire control mechanism within an agency, 
including the various provisions made by the management for internal 
reviews or audits of agency affairs. If its findings warrant, the General 
\ccounting Office will rely on the work of the internal auditors. Internal 
auditing is not in lieu of or supplementary to the General Accounting Office 
audit; it should be established primarily as an aid to the management in 
discharging its responsibilities. 


The effectiveness of the internal auditing is recognized in setting the 
scope of the General Accounting Office audit. Where the internal audit work 
is capably carried out, the amount of work to be performed by the General 
\ccounting Office can be substantially curtailed. 


The General Accounting Office is interested in the degree of manage 
ment acceptance of reported findings and recommendations of its internal 
auditors and action taken thereon. The extent to which the management 
considers and acts upon recommendations is a factor to consider in its 
audit. 


The General Accounting Office uses the same techniques of testing and 
analyzing to satisfy itself as to the adequacy of internal audit work as are 
used in the review of any other operating element of the agency. This 
includes a review of the work program, working papers, and audit reports 
in relation to what was audited. The review may cover some of the same 
transactions or procedures that were examined by the internal auditors. 
This is necessary in order to adequately review the quality of the internal 
audit work. However, there is little actual duplication of work of the internal 
auditors. The internal auditor is performing his work as part of manage- 
ment’s pattern of operation and control. The General Accounting Office 
review is for the purpose of evaluating the agency’s internal auditing to 
determine what reliance can be placed upon it in discharging its auditing 
and reporting responsibilities to the Congress. 
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The proper discharge of the audit responsibilities of the General Ac- 
counting Office is the governing factor in the planning and scheduling of 
its own work, As a matter of principle, the General Accounting Office makes 
every effort to keep abreast of the planned work programs of agency inter- 
nal auditors and consider them in planning its own work. It sometimes 
becomes necessary to carry on audit work at locations where internal audi- 
tors are also working. This is not intended to cause inconvenience to the 
operating organization. This arrangement is often highly desirable in that it 
improves working relationships, facilitates access to internal audit files, and 
generally makes possible a more efficient audit. 


Free and unrestricted access to internal audit working papers, records, 
and reports is essential in order that the General Accounting Office auditors 
can effectively review and evaluate the internal audit work. The ready avail- 
ability of such information is also necessary in order that all significant 
information pertinent to any matter under study in an agency may be con- 
sidered. Such information is necessary to assure to the extent possible that 
General Accounting Office findings and reports will be complete, accurate, 
and objective and thus of maximum usefulness to the Congress and to 
agency and other Government officials concerned 











A METHOD OF RATING 
INTERNAL AUDITORS 


By C. H. NAGLE 


Chief Auditor, Reynolds Metals Company 


Lhe systematic evaluation of personal performance and ability to advance 
is a major responsibility of the chief internal auditor. Where operations are 
decentralized, the problem becomes more acute. Here is a method that has 
been used with success in a large company for appraising performance and 
capacity of its internal auditors. 


INTRODUCTION 

Hit manager of an internal auditing department has a basic responsi- 

bility for training and upgrading auditors working under his general 
supervision. To fulfill this responsibility he should have current appraisals 
of the capabilities of his men so that, as opportunities arise, they can be 
advanced. The manner by which a manager of an internal auditing depart 
ment determines which of his men are to be advanced, or which of his 
men are to be retained at their present level, or possibly which of his men 
are to be terminated, will differ in practice. General opinion would probably 
hold that frequent personal contact with staff auditors is the best and the 
most generally used method for evaluating internal auditing personnel. 


No disagreement exists as to whether or not the personal contact method 
is the preferred way of evaluating personnel. However, the manager of 
internal auditing in a company where staff auditors work in field locations 
for prolonged periods of time does not always have the benefit of frequent 
personal contacts. He might find that personal contacts with his staff audi- 
tors are limited to infrequent field trips and departmental meetings where 
many other subjects must be covered in a limited time. Because of this con 
dition, certain standards have to be developed by which he can make com- 
parisons and evaluations of the capabilities of his staff auditors. Internal 
auditors in some companies have used a form of measurement with features 
which might be useful to all internal auditors. This article describes the 
contents of a form and rating method used in one company for comparing 
and evaluating the capabilities of staff internal auditors. 


PERFORMANCE RATING FORM 

\t various times during a year, normally after completion of a major 
audit assignment, the auditor who was directly in charge of the assign 
ment is asked to complete a form referred to as a “performance rating form” 
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for all other internal auditors who worked with him on the assignment. The 
contents of this form together with brief instructions for completing it are 
shown on pages 30 and 31. 


\s indicated by the instructions on the “performance rating form’ and 
emphasized at personal meetings with supervisory auditors who are respon- 
sible for filling in the information required on the form, the company expects 
auditors to give ratings honestly and without prejudice based on isolated 
instances 


COMPLETING THE FORM 

The supervisory auditor completes a “performance rating form’ for 
each of the internal auditors who assisted him on the assignment. Check 
marks are made in the appropriate box under each caption without regard 
to which caption is more important than the others. The completed form is 
forwarded to the company’s main office. An arithmetical coding has been de- 
veloped so that at the main office proper weight can be given to the captioned 
qualifications considered more important than others. The ability to analyze 
audit findings and develop reports might be considered more important and 
given a larger number for rating purposes than effectiveness in organizing 
and completing audit assignments. This same theory of rating is carried to 
the subheading under each general caption—for example : 


Assume that the caption “ability to analyze audit findings and 
develop reports” was given a rating of 40 points; then the sub headings 
under this caption would have to be rated so that the maximum rating 
of “above average” for each subheading would total 40 points. If the 
subheading “ability as a report writer’ was considered the most impor- 
tant of the items under this caption, it might be assigned 20 points of 
the total 40 points. Thus an auditor obtaining an “‘above average” rating 
on this subheading would be given 20 points; average, 15 points; below 
average, 10 points; weak, 5 points. 


The arithmetical coding used in rating can be varied to meet the cir- 
cumstances that exist in different companies and to suit the personal opin 
ions of the manager of the internal auditing department as to which quali- 
fications are more important than others for a successful internal auditor. 
However, once developed and tested, the same arithmetical ratings should 
be used, so that comparisons of the ratings given individual auditors can 
be made over periods of time. In the present use of this performance rating 
form the maximum number of points which can be obtained if each item 
on the form is checked “above average” and the answers to the “general”’ 
questions are favorable is 200 points. Comparisons and evaluations of audi 
tors can be made by examining the extent to which their total ratings are 


less than the maximum 200 points, assuming other factors are equal 
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USING THE COMPLETED FORM 

The total points obtained by applying the arithmetical weighing to the 
spaces checked on the rating form is a general indication of the capabilities 
of the internal auditor being rated. However, the most useful information 
can be obtained by analyzing the detail ratings given under the caption 
subheadings to determine the internal auditor’s strong and weak qualities. 
This information can be used as a basis for future corrective action to obtain 
a better internal auditor, or it may be a way of taking advantage of an 
internal auditor’s strong qualifications. 


Naturally some supervisory auditors will rate staff auditors higher or 
lower than do other supervisory auditors. Where experience shows this to 
be the case, a correction factor to give effect to this characteristic can be 
developed. In some cases a personality conflict between the supervisory 
auditor and the staff auditor being rated might be a factor in a particularly 
low rating or, conversely, personal feelings might result in a particularly 
high rating. This bias might be detected by a comparison of ratings given 
the staff auditor by other supervisory auditors. 


The results obtained by the use of this form are at best a starting point 
from which the staff auditor can be guided in his future work. However, 
with the combined opinions of several supervisory auditors in an orderly 
fashion, the manager of the internal auditing department is in a good posi- 
tion to discuss progress with the staff auditors personally and also is kept 
informed on their current progress. 


EFFECT ON AUDIT PERSONNEL 

The use of this “performance rating form” is freely discussed with all 
staff auditors. New men in the internal auditing department are told of its 
existence, given copies of the form and told that periodic reports will be 
prepared on their work. At times the auditor in charge of an assignment 
will discuss his ratings with the men being rated where that is considered 
advisable. However, once prepared and submitted to the manager of the 
internal auditing department, the rating form becomes confidential, and the 
supervisory auditor is assured that his ratings will not be directly disclosed 
to the rated auditor. The results shown on the form are normally not used 
in discussion with the rated auditor until several ratings by different super- 
visory auditors have been obtained. 


C. H. NAGLE is Chief Auditor of Reynolds Metals Company. Prior to joinin 
Reynolds in 1947 as a field auditor he was in public accounting with the firm of 
Loomis, Suffern and Fernald in New York City and served in the United States Ai 
/ orce 

Mr. Nagle is President of the Richmond, Va., Chapter of Tut Institute or INTER 
NAL Aupitors and is currently a member of the Research Committee of Tur Institut! 
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If the reasons for the use of this form are presented properly to all staff 
auditors and the results of the ratings are used fairly and with discretion, 
the over-all effect on staff internal audit personnel can be very favorable. 
Staff auditors working at locations distant from the main office know that 
their efforts are being recognized currently and that good work will bring 
advancements in work assignments and eventually financial rewards. They 
also know that, as conditions warrant, their weak points will be brought to 
their attention for correction, which should eventually benefit their personal 
advancement. 


Supervisory auditors might benefit from the use of a performance 
rating form because completing it requires them to periodically reappraise 
the qualifications of staff auditors working under their supervision. In some 
instances the form might become the instrument required to break down 
existing barriers of communication between the supervisory auditor and 
the rated auditor. A better and more sympathetic understanding of mutual 
difficulties will generally result in more satisfactory internal audit work 
and faster development of staff auditors. 


The manager of an internal auditing department might find the use of a 
performance rating form very helpful in administering the internal audit 
function. He might find that he is being kept better informed on his staff 
auditors’ capabilities and thus find himself in a better position to give 
recognition to their work and advancement when promotional circum- 


stances arise. 











CONFIDENTIAL 
AUDITING DIVISION PERFORMANCE RATING FORM 

Name of staff member being rated 

Rated by Date 

Rating based on audits at 


Instructions 
Evaluate by a check mark in the appropriate box your observation of the staff mem- 
ber’s behavior in the following auditing duties. Try not to judge an employee on isolated 
instances, but use his performance during the entire period as a basis for your ratings 
Be honest in your ratings and have the courage of your convictions by rating high or 
low where necessary. It is better for the employee and the Company to face problems 
of work as soon as possible, rather than later when complications may be encountered 


Above 
Weak Fair |Average| Average 
Knowledge of and ability to apply accounting and auditing principles and Company 
policy to varying circumstances : 
1. Knowledge of accounting theory and 
auditing techniques 


2. Knowledge of Company policies 


3. Soundness of approach to problems en- 


countered 


4. Initiative displayed in attacking problems 


Ability to comprehend and execute instructions on audit assignments 
1. Willingness to devote time to analysis of 


instructions 


2. Ability to attain objective with minimum 


instruction 
3. Willingness and ability to assume respon- 
sibility 
Effectiveness in organizing and completing audit assignment 
1. Ability to set up work papers 
2. Number of errors and thoroughness of 
work papers 
3. Ability to differentiate between essential 
and non-essential items 
4. Oral presentation and discussion of find- 
ings 
5. Ability to meet reasonable time limits on 
assigned work 
\bility to analyze audit findings and develop reports 
1. Thoroughness and willingness to devote | 
time to a careful analysis of the subject 
matter 
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THE ROLE OF THE TRANSFER 
AGENT IN THE FINANCIAL 
COMMUNITY* 


By BRUCE B. UPSHALL 


Chief Transfer Officer, The Toronto General Trusts Corporation 


The auditor places much reliance on the services of the transfer agent 
and registrar in reviewing the capital stock, dividend and other related 
corporate accounts. Of particular interest to our readers will be “taking a 
look inside” the operations df a transfer agent and registrar and gaining an 
insight into the careful controls exercised to protect the companies they 


Serve. 


INTRODUCTION 
T is not an overstatement to say that a trust company in its capacity as 
share transfer agent plays an essential role in the economic and financial 
life of our country. This service is particularly important because it concerns 
participation by individuals and others in the ownership of corporations and 
the transfer of share certificates bought and sold on North American stock 
exchanges. This part of the business of trust companies has been growing 
and expanding with the Canadian economy since before the turn of the 
century. 


The growth of Canada, which has been particularly rapid in these last 
few years, has presented a challenge to all lines of business. Trust companies 
in their transfer departments have been called upon to meet the heavy 
demands of their principals and of the investing public generally, and have 
endeavored to do so with foresight and imagination. In Ontario alone in 
the year 1955 transfer agents issued more than 3,500,000 share certificates, 
and more than 2,000,000 dividend checks, totaling $186,000,000. These 
figures were all substantially higher than in 1954 and will undoubtedly con- 
tinue to climb. 


The trust companies as a whole can take little credit for the growth 
that has been experienced in their transfer departments, particularly in these 
last few years. They do not create the activity or originate the transactions, 
but are the agents of their principal companies and function only as such. 
However, although they do not initiate activity, they can and do greatly 
facilitate the operations of the securities industry as a whole 


* Delivered at a Toronto chapter meeting 
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REASON FOR TRANSFER AGENCIES 


During the year just ended the shares of 1,145 companies were traded 
on the Toronto Stock Exchange alone. Under Exchange regulations: 
“Every Company whose shares are listed on the Toronto Stock Exchange 
is required to maintain a transfer office or agency and a registry office or 
agency in the City of Toronto. The Transfer Agent and Registrar must be 
acceptable to the Exchange and, generally speaking, no agent other than a 
trust company will be acceptable.’’ With very few exceptions, Toronto trust 
companies act as transfer agents and registrars for all companies whose 
shares are listed on the Toronto Exchange. 


Why should the Toronto Stock Exchange have such a regulation ? There 
are at least three reasons: 
1. In order to facilitate, for the convenience of their member brokers, 
the delivery and pickup of share certificates through centralization of 
transfers in a few locations in the city ; 
2. In order to encourage the standardization of regulations governing 
transfer requirements and other related matters to the greatest pos- 
sible extent ; 


3. To protect member brokers and purchasers of securities from the 
consequences of an overissue of stock. 


If there were no stock transfer agents, incorporated companies would 
have to do their own transfer work. Think what this might mean in terms 
of delay and inconvenience in completing transfers. During 1956 member 
brokers would have had to mail or deliver certificates for transfer to 1,145 
different companies located in all parts of Canada and the United States 
instead of to 25 or perhaps 30 offices. The present time schedule of 48 
hours to complete a transfer would be entirely inadequate. In some cases 
between one and two weeks’ time would elapse before new certificates were 
received back by the broker or shareholder. This delay would seriously 
affect trading, because a purchaser might want or need to sell his shares 
long before he received his certificate for his last transaction. To say the 
least, brokers’ banking arrangements would be adversely affected. 


The second reason for the Stock Exchange regulation quoted above is 
standardization. Trust companies handle almost all transfer work and, 
through their Stock Transfer Association, maintain a close working liaison 
with the Stock Exchange and brokers generally. The Transfer Association 
is quite active, holds regular meetings and, generally speaking, forms a 
central body for the adoption of uniform rules and practices by its mem- 
bers. Needless to say, uniformity is a very essential element in a business 


as involved as the transfer business. 
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EVILS OF OVERISSUE 


The third reason why the Toronto Stock Exchange (and other large 
exchanges) favors the appointment of a trust company as transfer agent 
and registrar for the shares of listed companies’ capital stock is protection 
against overissue of stocks. 


The prevention of an overissuance of shares is perhaps the most impor 
tant function of a transfer agent and registrar. What is meant by the term 
“overissuance” ? One definition is “the issuance of shares which have not 
been properly authorized by a Company’s Letters Patent, By-Laws and/or 
Directors’ Resolutions, and for which the Company has received no pay- 
ment in money or other consideration.” Shares which have been improperly 
issued may confer the same privileges and rights on the holders as shares 
which have been properly issued. An incorporated company which became 
the victim of an overissue would, in order to correct the situation, find 
itself in the position of having to buy in and cancel the shares improperly 
issued, and might be forced into bankruptcy. Such a company might not 
know how many shares had been overissued. Any company which had per- 
mitted or allowed its share capital to be diluted by an overissue would cer- 
tainly not enjoy the confidence of the investing public and would find it 
difficult, if not impossible, ever again to raise capital by a public offering. 
The Stock Exchange would immediately delist the company’s shares, and 
there would be much adverse publicity 


PREVENTION OF OVERISSUE 

What steps then are taken by a transfer agent and registrar to prevent 

an overissue of shares? 

1. The letters patent, supplementary letters patent, by-laws, directors’ 
allotting resolutions and treasury share directions are carefully ex- 
amined to verify the number of shares authorized for issuance, the 
conditions under which further treasury shares may be issued, and 
the validity of the authority given by the company to support the 
issuance of treasury shares. Control accounts are set up to indicate 
a true picture of the share capital position at all times. 


- 


2. All stock certificates received from a bank note company are ac 
counted for, recorded, and placed in safe custody. The numbers of 


BRUCE B. UPSHALL is Chief Transfer Officer of the Toronto General Trusts 
Corporation. He joined the Saskatoon office of the corporation in June 1927, served as 
an accountant in western branches until September 1946, was transferred to the 
Internal Audit Department at Head Office in Toronto on that date, and became Chief 
Transfer Officer in 1948 

Mr. Upshall was born in Ontario and educated in Saskatchewan. He holds thi 
degree F.C.1.S. and is Chairman of the Toronto Chapter of the Chartered Institut 
of Secretaries, which granted him this degrec 
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the certificates used each day are traced to make sure that every 
one has been properly issued and that there are no breaks in the 
numerical sequence. Improper use of certificates by theft or forgery 
is thus prevented. 

3. All stock certificates reported lost, stolen or destroyed are entered 
in a stop order file, and each certificate received for transfer is 
checked to this file before it is cancelled. The transfer of any share 
certificate against which a stop order notation is maintained and for 
which a replacement certificate has been issued is thus prevented. 
An overissue would take place if, after a replacement certificate had 
been issued, the original was discovered, presented for transfer and 
a new certificate issued and delivered. 

4. If an exchange of shares becomes authorized, the transfer agent and 
registrar makes sure that the correct number of shares are issued 
in exchange for the shares surrendered 

5. Certificates presented for transfer are carefully examined for forgery 
or raised amounts because if new certificates should become issued 
to replace forged or raised certificates, an overissue would immedi 
ately take place. 


Measures are taken to protect a company against an overissuance of 
shares even before the transfer agent and registrar has received a principal 
company’s supply of share certificates. The measures referred to are those 
taken by the bank note companies on their premises while an order for 
new share certificates is being processed. Because of such measures the 
Toronto and other stock exchanges require a company whose shares are 
listed to use only bank note company share certificates. In this connection, 
| should like to quote from a recent brochure published by one of the two 
bank note companies in Canada: 


“All printing plates are kept in a 70-foot long vault, and dies and 
transfer rolls are locked in a smaller vault. Up-to-date electric warning 
devices are installed throughout the plant, and the visitor is confronted 
by an aluminum grille in the entrance lobby, through which he must 
state his business before being signed in. Equally stringent precautions 
are taken at the employees’ entrance 

Sank notes and share certificates are never allowed to move from 
one department to another except in double-locked containers. They are 
always accompanied by two people, neither of whom has the keys. With 
bank notes and negotiable securities, every sheet of paper is counted as 
it leaves one department and arrives at. the next. The respective tallies 
are sped by pneumatic tube to the Control Office for comparison. Paper 


spoilage accompanies each order until its completion, is then destroyed 
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in an incinerator. The customer can be given a final accounting for every 


sheet of paper, including the spoiled sheets.” 


If I have left the impression that transfer agents act only for companies 


whose shares are listed, 1 would like to say that this is not the case. The 
shares of a large percentage of principal companies are not listed on any 
exchange, but the transfer agent does not differentiate in any way between 
listed and unlisted companies. The same procedures apply in either case. 


USE OF INTERNAL AUDIT PROCEDURES 


No business is free from hazards and risks, and the transfer business 


Nm 


is certainly no exception. Perpetual internal audit procedures are woven 
into the very fabric of our day-to-day operations. All clerical work is checked, 
and some of it is rechecked. The kind of clerical mistakes that we are con 
tinually on guard to avoid are: 

l. 


Issuing shares of a company’s capital stock other than the company’s 
shares presented for transfer. We must also guard against issuing a 
wrong class of shares of the same company. The possible result of 
improper delivery of shares of a high value for shares of very little 
value is not difficult to imagine. 

Stop orders are maintained against certificates reported as being lost, 
stolen or destroyed, and if a shareholder is a minor or is incompetent, 
etc. A high degree of vulnerability exists with respect to certificates 
which have been replaced by new certificates. If the original certifi- 
cate is transferred, an overissue immediately takes place. However, 
the surety bonds taken as one of the conditions to be met before a 
company authorizes the issuance of a replacement have in the last 
few years contained a clause protecting the transfer agent and 
registrar against his failure to notice a stop order. This protection 
is, needless to say, a very great help in alleviating the fear of the 
possible consequences of missing a stop order on a replaced cer- 
tificate. 

Another type of error that we are continually on guard for is the 
improper computation of shares to be issued where an exchange of 
shares is taking place resulting in a larger number of shares being 
issued than a shareholder is entitled to. 


An internal audit chart, initialed month by month, is a constant safe- 


1ard against the types of mistakes just described. The items on this chart 
are also designed to cover security control and protection against other types 
of errors. In addition, this audit program serves to verify : 


That if there is no exchange, the number of shares issued on a transfer 


equal the number surrendered ; 
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That the amount of cash receivable for transfer taxes and certificate 
fees is deposited ; 

That all certificates received in the department for transfer are dealt 
with or otherwise accounted for ; 

That postings are checked and ledgers balanced ; 

That the capital stock control book is posted and checked ; 

That fees payable by client companies are properly computed and a 
counts rendered. 


BASIC TRANSFER RECORDS 


Each principal company keeps only two basic records, both simple in 
design and use. There are, of course, many other records of a supplementary 
or auxiliary nature. 


These two basic records are the share transfer register and the share- 


holders’ ledger. Both are required to be kept by law. 


The share transfer register (or journal) is the detailed record of share 
certificates cancelled and issued on transfers each day. These register sheets 
are divided perpendicularly into two equal parts. The left half is for enter 
ing the particulars of share certificates cancelled and has a column for the 
number of shares. The right half is for entering the particulars of the new 
share certificates issued and also contains a column for the number of 
shares. If there is no exchange or split of shares on an unequal basis, the 
totals of the number of shares cancelled and the number issued, obtained 
by adding the two columns at the end of the day’s transfer transactions fot 
any principal company, must agree. Every transfer register sheet for each 
class of stock of a client company is dated and numbered consecutively, and 
the attorney appointed to make the transfer on the books of the company 
certifies that the transfer has been properly completed by manually signing 
a statement to the effect appearing on each share transfer register sheet 
In actual practice the attorney is an employee of the transfer agent whose 
name is filled in on the form of assignment in the transfer agent's office 
Carbon copies of the daily register sheets are prepared and are used (1) as 
a medium from which to post the shareholders’ ledgers, (2) as the means 
by which a co-transfer agent notifies the principal transfer agent of the 
particulars of share certificates cancelled and issued, (3) as a means of 
notifying the principal company, if required, of the particulars of day-to-day 


transfers. 


The second main record is the shareholders’ ledger, made up of loose 
leaf cards alphabetically filed in order of surname of shareholder. On each 
ledger card appears the name and address of the shareholder and the date, 
and number of shares for all certificates issued and 


certificate number 

















. 
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credited, and the same information for share certificates cancelled and 
debited. Each ledger card contains a balance column, which indicates the 
number of shares registered in the name of any shareholder at a given time. 
The trial balance of a shareholders’ ledger represents the number of shares 
outstanding. Separate ledgers are maintained for different classes of stock. 


The Companies Acts of Canada and the Provinces make provision for 
the examination of records by shareholders. It is not unusual for a share- 
holder to ask a transfer agent to let him examine the ledger records; such 
cases are first referred to the client company. No company would refuse to 
allow a registered shareholder to exercise his right of examination, and 
the transfer agent is invariably instructed by his principal to permit the 
applicant to see the books, provided, of course, he complies with the Com- 
panies Act applicable in the circumstances. Examination must take place 
during reasonable business hours, the applicant must prove that he is a 
registered shareholder, and, if the company whose shares he holds is an 
Ontario corporation, he must complete an affidavit in the form set out in 
the Corporations Act. 


PROCESSING OF TRANSFERS 


The transfer of share certificates in the transfer department of a trust 
company follows a step-by-step procedure that can be compared to an 
assembly line in a modern factory. Certificates received for transfer are 
processed in somewhat the following order : 

1. Certificates are delivered by brokers’ messengers to the transfer 

counter, where they are given a preliminary examination. Receipts 
are issued, and taxes and certificate fees are collected. 


- 


2. Especially trained clerks examine all certificates for completion of 
assignment, for proper guarantee of endorsement, and they obtain 
evidence of authority to sign when shares are being transferred out 
of the name of a limited company. They also obtain all necessary 
legal documents and other requirements when certificates bear the 
endorsement of an executor, trustee, guardian, liquidator, etc. Solici 
tors of principal companies are frequently consulted and asked for 
instructions when “legal” transfers are being dealt with 

3. All certificates are checked to the stop order file prior to cancella 
tion. 

!. Certificates are cancelled by perforation, and the name of the attor 
ney is filled in on the form of assignment. 

5. New share certificates are drawn from the current supply certificate 

teller, who stamps the cancelled certificates to avoid the possibility 


of issuing further certificates against the same cancelled certificates. 
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6. The new certificates are properly filled in as to name and number 
of shares. 
7. The cancelled and issued certificates are entered on share register 


transfer sheets, and these sheets are signed by the attorney. 

8. The new share certificates and the share register transfer sheets are 
checked for accuracy. 

Y. The new share certificates are signed by properly authorized officers. 

10. The new certificates are returned to the transfer counter for delivery 
to the brokers who presented the cancelled certificates for transfer, 


and receipts are obtained from these brokers 


The facility and speed with which a shareholder can today effect a trans 
fer of shares compared with about 75 years ago is like comparing horse and 
buggy travel with modern transportation. The shareholder of past days was 
required to travel to the office of the company and personally sign the trans 
fer register. The transferee shareholder received a certificate which could 
not be accepted as evidence that he was a registered shareholder at any time 
subsequent to the date of the certificate. This was known as “book” stock 
Now shares may be transferred by an attorney and the shareholder receives, 


not a “book” stock certificate, but a “scrip” certificate easily transferred 


APPOINTMENT OF TRUST COMPANY AS REGISTRAR 


Where a separate registrar is appointed, its sole responsibility is to 
guard against an overissue of shares. It examines and cancels all share cer 
tificates presented for transfer and checks and signs all new certificates, 
but it does not assume any responsibility for transfer requirements, legal 
documents supporting transfers, maintenance of share transfer registers or 
shareholders’ ledgers. The registrar makes a record of share certificates 
cancelled and issued and the number of shares represented thereby. All 
share certificates handled by the registrar are received by him from the 
transfer agent, to whom they are returned after checking, recording, and 


the signing of the new certificates. 


The duties of the registrar include the maintenance of a stop order file 
to which all cancelled certificates are checked, tracing and accounting fot 
all certificate numbers, verifying the authority for original issues and for 
the issuance of replacement certificates and ascertaining that the correct 
number of shares have been issued as against the certificates surrendered 
and cancelled. 


Where there is no separate registrar, the transfer agent acts as both 
transfer agent and registrar. Many important companies consider that the 


small additional cost of employing a separate registrar is more than wat 
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ranted. The New York Stock Exchange insists that all companies whose 
shares are listed thereon have both a transfer agent and a registrar. 


OTHER SERVICES OF TRANSFER AGENTS 


Some of the other services rendered by trust companies through their 
transfer departments are: acting as dividend disbursing agents, trustees 
for warrant holders under indentures, subscription and “rights” agents, 
escrow agent, scrutineers at shareholders’ meetings, and indeed in almost 
any corporate capacity that their facilities and special training qualify them 
to act. No accurate figures are available as to the value of the shares they 
transfer or of the amount of money they receive and pay out. However, the 
combined value of shares traded on the Toronto Stock Exchange alone in 
1956 exceeded 2% billion dollars. 


Mining and industry demand capital to develop the resources of our 
great country. Capital is furnished by the sale of securities to the investing 
public at large. Between mining and industry on the one hand, and the in 
vesting public on the other, stand the corporation lawyer, stock broker, 
investment dealer, underwriter, bank and trust company. Each of thes« 
renders specialized services indispensable to the welfare of the country as a 
whole. Modern trust companies in their transfer departments are playing an 
increasingly important and essential part in the financial life and growth of 
Canada. 








THE INTERNAL AUDITOR 


AN AUSTRALIAN VIEWPOINT 
By R. A. IRISH 


The Institute of Chartered Accountants in Australia 


In this issue we continue publication of papers on The Internal Auditor 
that were presented at the Seventh International Congress of Accountants 
n Amsterdam, Holland. 


NTERNAL auditing is in reality an atavistic movement, for the embryo 

of the modern auditing profession emerged in bygone centuries when 
the auditor was a trusted employee of the master. The awakening of indus- 
try in the nineteenth century and the concomitant development of the limited 
liability company led the independent external audit to the fore, but the 
subsequent growth and increasing complexity of business have gradually 
turned the clock back. For reasons of cost and physical capacity alone there 
has been an advantageous and increasing reversion to the original type of 


auditor 


It is important to register that internal auditing first reappeared as an 
adjunct to the outside audit. Wherever it is introduced to an enterprise, 
there tends to be an initial emphasis in this direction. It has come to be 
appreciated, however, that internal audit can provide a constructive as well 
as a protective service, an advance in thought which lifts the functions far 
above mere clerical routine. 


THE FUNCTIONS OF THE INTERNAL AUDITOR 

Che external auditor’s duties and responsibilities are defined by statute, 
regulation or contract, and are often interpreted in judgments of the Courts 
He is legally responsible to his client but professionally has at least a moral 
obligation to others who may rely upon his report. The extent of his func- 
tions depends primarily upon his legal commitment, but the central objective 
is the verification of the financial statements. In this objective, legality and 
honesty are his prime concerns. 


For internal audit there are no publicly defined boundaries and each 
business unit may accommodate it within its framework as it wills. Theré 
is rather less emphasis on the verification of financial statements and much 
more on the efficiency of internal procedures, the effectiveness of designed 
controls, and the economy of both. It will also have regard to protection 
against misappropriation, whereas external audit is rather more strongly 
directed against falsity in the published financial statements. 
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Ideally, the internal auditor should be the apex of a triangle in which 
external audit and management are the base, with neither dominating the 
other. This concept of the three-way relationship upholds the place of 
financial audit objectives, yet expands the horizon to encompass what is 
generally called “management audit.” In that form the internal audit may 
reach the peak of fulfillment. 


Historically, the internal auditor’s functions are ancillary to external 
audit. They are pointed in that capacity towards detailed examination of 
accounting and financial data and related internal control, with due stress 
on the end purpose of balance sheet verification by the public auditor. There 
is distinct benefit to the enterprise in this relationship. It minimizes the cost 
of proving detailed clerical accuracy and enables quicker corrective action 
on errors Or misappropriation. In controlling these situations, it allows the 
outside auditor to review procedures and questions of principle with more 
detachment and in broader perspective. Appropriate division of work be- 
tween the two auditors should produce greater reliability and efficiency at 
a relatively lower cost. 


It would be a mistake to play down the great importance of internal 
audit in the prevention or discovery of fraud, especially in the more petty 
fields of defalcation. The development of the science of internal control may 
be liable to create a false feeling that fraud is either impossible or must 
automatically be discovered. The truth is that the fear of audit is often the 
best preventative, but effective only if there is enough probing into detail. 
It is self-evident that that is most effectively done in a large-scale organiza 
tion through internal audit rather than external 


This phase of internal audit may be said to be probative and corrective 
It remains to consider the directly constructive functions which can support 
management and promote good organization. 


Personal supervision is the most fundamental and effective form of con 
trol, yet expansion of any undertaking of necessity draws top management 
more and more away from detail. It leads to delegation of authority to 
subsidiary levels of management and, because personal supervision of all 
detail from the top is impossible, there follows a more precise definition of 
organization, procedures and allied controls. Top management must then 
have a ticker-tape intelligence service which reports how its requirements 
are being met, whether there have been unauthorized deviations, and where 
standards of performance may be improved. 


R. A. IRISH is senior partner in the firm of R. A. Irish and Michelmore, with 
head office in Sydney, N.S.W., Australia. He is also a lecturer and author of several 
books on auditing theory and accounting 
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This is the area where the internal auditor's special training and qualli- 
fications and his ready access to detail have been harnessed with great 
benefit to management. It has extended his routine auditing functions to 
include evaluation of business policies, plans, records, procedures, controls 
and performance, sometimes moving outside the ambit of accounting and 
finance to physical operation. The internal auditor thus acts on manage 
ment’s behalf to sift the detail of daily operational efficiency and so to identify 
those features needing executive review, judgment, and decision. 


Viewed in their highest concept, the dual functions give the internal audi- 
tor a secondary responsibility to the proprietors. In one, he is accountable 
through the external auditor, in the other through management. This ability 
to fulfil this concept of duty rests on two important principles : 

a. That the internal audit is separate and distinct from internal check 


b. That the internal auditor has no positive management functions. 


Internal control has a wider connotation than internal check and is 
generally held to embrace internal audit. However, internal audit has a 
relationship to internal control which is quite different from other controls 


or checks. 


Internal control signifies primarily a process of check and cross-check 
among those who execute positive accounting operations, however remote 
their actions may be from the physical entry of the financial books. Employ 
ees so involved have a direct responsibility for appropriate skill and for 
complete honesty and accuracy which should never be lessened because 
internal or external audit is imposed 


Audit of any kind has a judicial flavor which calls for complete detach- 
ment of mind. It is something to be done after the event, not while it is taking 
shape. Control must be regarded as preventive, whereas audit is corrective, 
and the functions and responsibilities of each should be distinguished clearly 
Therefore, it is probably best if internal audit is complementary to, but not 
directly part of, internal control. 


For a similar reason, the internal auditor should not have active manage 
ment functions. His task of unprejudiced investigation and appraisal must 
suffer if he is charged with executive duties. He must be advisory rather 


than operational. 


RELATIONSHIP TO THE EXTERNAL AUDITOR 


The public auditor’s legal and moral responsibility to his client cannot 
be delegated to an internal auditor. In accepting the engagement he pledges 
his skill, care and integrity to produce an honest, well-founded opinion. If 
he falls short, his reputation suffers and at least some of his potential income 
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growth is affected. This may be more serious in the long run than any legal 
penalty he might incur. 


Contemporary auditing practice, evolved to meet the needs of modern 
business, places great reliance on the effectiveness of internal control. Excur- 
sions into detail are made by the public auditor to decide whether internal 
control is dependable in preventing or discovering errors or fraud. If reliable 
internal control is subject to internal audit, in the true sense of financial 
audit, the external auditor's work may be modified or sometimes sup- 
planted—but it follows that both forms of audit should work in harmony. 


Although a method of coordination is essential, it cannot be overlooked 
that the internal auditor is an employee, and management is entitled to say 
what his duties shall comprise. It is perfectly entitled to restrict his work 
or to extend it to other fields immaterial to the financial audit. In a sense, 
such decisions do not matter so long as the public auditor knows what the 
internal auditor is to do and how he is doing it. The external audit must 
always be adapted to the facts of a given case; if internal audit is any way 
ineffective for his purpose, the external auditor must take up the slack. 


Effective coordination is practicable only if the external auditor is 
satisfied as to the competence of the internal audit staff and that its status 
and accountability within the organization ensure integrity of results. 


As the internal auditor is an employee, the public auditor cannot have 
any direct or absolute jurisdiction over him, but a de facto jurisdiction may 
be built if a proper form of coordinated relationship is organized with 
formal management approval. 


Thus, the external auditor should participate in planning the internal 
audit program, and management should preferably require his unreserved 
approval of its final form. Naturally, no changes should be made without 
his prior approval. It will be best if the two auditors settle the scope of the 
work and its subsequent execution as between themselves. This liaison bears 
upon the financial audit and does not prevent management imposing further 
duties for its own purposes. 


To avoid purposeless duplication of audit work, the internal auditor 
must keep full and proper working papers carefully filed, and the external 
auditor must have a right of free access to all of them. He should also receive 
direct and, as of right, an unexpurgated copy of every internal audit report. 
Given this information and knowing the prescribed program, he can judge 
how far his own procedures may be varied justifiably. 


Through this method of alliance, the public auditor is placed in a position 
of psychological seniority ; the internal auditor is impressed more indelibly 
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with the duty he must feel towards him and the significance of the work he 
is doing. If the internal auditor knows he has the backing and cooperation 
of the public auditor and is given direct access to him, he will have an added 
desire to carry out his functions and report his findings fearlessly. The 
strength of the public auditor will reflect itself in the internal auditor. 


The importance of conveying reports directly to the public auditor can 
not be minimized, because a major defect in the relationship between the 
two parties is the absence of financial or legal responsibility imposed per- 
sonally on the internal auditor. The public auditor is therefore dependent 
solely upon the moral integrity, and sometimes the courage, of the staff 
auditor, though he himself carries such responsibilities to the proprietors. 


The public status of internal auditors would be greatly strengthened if 
some way of penalizing.a breach of duty could be found. It is questionable 
whether any institute could do this successfully, except to the extent of 
disciplinary action for blatant dishonesty or fraud, but that is poor solac 
to the external auditor and leaves untouched the deeper problem of failing 
to exercise a proper standard of care and skill 


\ system of licensing under appropriate legislation might have som« 
value in so far as the licensee might lose his occupation for serious breach 
of duty in the form of unskilful or negligent work. As against that, practical 
experience shows the difficulty of proving culpability conclusively. 


Doubtless the best answer lies (as it generally does in a profession) in 


the voluntary advancement of standards through specialist institutes. From 


them we should expect high codes of performance to be inculcated, and 
perhaps they might find a way of protecting members who face the alterna- 


tive of smothering conscience or losing employment 


RELATIONSHIP TO MANAGEMENT 

The internal auditor’s functions are such that he must be able to act 
without fear or favor. His position must be so defined that he will not be 
pilloried if he speaks unpalatable truths. 


Superficially at least, this would seem to demand he be given some ele- 
ment of independence. 


It seems idle to use the term “independence” as between employer and 
employee, nor am I convinced that alleged independence, whether in internal 
or external audit, is a conclusive force which guarantees impartiality and 
right moral behaviour. At best it is a psychological supporter for the more 
basic qualities of unswerving integrity and the will to do what is right 
regardless of the personal consequences. 
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These basic qualities will be fortified if management has the wisdom to 
give complete trust and support to internal audit activities and to couple 
that with a status which makes it independent of those whose work is audited. 
Without these the whole exercise is futile. 


Internal audit is top management’s medium for objective review of busi- 
ness controls and performance. It is a process of voluntary self-analysis ; it 
is effective only if it is impersonal and realistic. In this specific field it is the 
meeting point between upper and lower management, the nerve centre for 
the top executive judgments. Confidence and support will flow strongly to 
the internal auditor if he proves impartial, factual, reliable, and appreciative 
of practical business operation. 


Success in this fundamental objective will depend on clear definition at 
the outset of his place in the organization. The scope of his responsibilities 
must be specified with precision, and he must be kept advised of all manage- 
ment policies and decisions. He must have a status which entitles him to 
demand information from any source and which places him outside depart- 
mental influence, though this is not to say his activities may not be criticized 
from down the line. He must therefore be accountable only to the highest 
strata of management. Obviously, he must have no active managerial 
responsibility and no direct authority over any section of the undertaking 
other than his own department. Care must be taken that his duties are not 
incompatible with the objectivity underlying his functions. 


Such a status may place him in a seemingly impregnable position, but 
abuse of the status can nullify the envisaged benefits. The department must 
not be allowed to operate as a secret service or detective force which could 
undermine the loyalty and morale of staff in general or the authority of 
under-management. The personal qualities of the internal auditor are the 
best guardian against abuse. 


There seems to be a tendency to limit the so-called management audit 
to an appraisal of procedures and controls and of performance in each spher< 
but the internal auditor may have considerable constructive value in what 
might be termed the “economics” of the particular business. To illustrate, his 
review of sales may lead him to study the effect on finances of variations in 
the terms of certain types of sale and so produce better financial returns 
from available funds. He may note areas where savings may be possible 
through changed methods or techniques. His review of bad debts may induce 
an analysis of credit policy to eliminate unprofitable risks. Again, he may 
suggest changes in reports or statistics which will more quickly highlight 
harmful tendencies. In many such ways he may be the vehicle to initiate 
ideas for improvements, but while this may be fostered, it should not obscure 
the basic functions. 
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Likewise, internal audit should never become a super-imposed top man- 
agement to criticize the operational top management's decisions. Successful 
business activity is still a product of judgment, and its achievement is gauged 
by the degree of profit and financial strength which results. The necessity 
for judgment implies that the element of risk is present, and maximum 
business development comes basically from a readiness to take calculated 
risks. If there is to be a studied post-mortem on such judgments, initiative 
will be killed and there will be uncertainty of decision or disinclination to 
make one, which so often is the root of failure. There can be no advantage 
in such an inquisition. The position is different if top management requests 
an analysis of the reasons why judgment proved mistaken. The process then 
meets the principle of audit for management, not of management. 


The manner of reporting to management is a crucial phase of the rela- 
tionship. A busy executive has no time to study pointless detail and must 
expect reports to give him the essence of a matter with a minimum of words. 
This will often mean that the internal auditor has to be selective, an exercise 
to be practised with scrupulous fairness and acute appreciation of the rela 
tive materiality in the data. It will be helpful if he can crystallize his findings 
into recommendations and state how they may best be implemented. In con 
ference, he can supplement the essence with detail, if detail is called for. 


Obsession with the virtues of management audit must not submerge the 
protective financial auditing function. In that field there is a different rela- 
tionship to management, especially where the work interlocks with external 
audit. The function may involve disagreement with the top executive on 
accounting treatment of certain items. The task is no easier if a close accord 
of minds has developed in the constructive efforts of the broader phases of 
management. The problem may be eased if his preliminary charter specifies 
firmly the course of duty in such cases, for worthwhile management will 
never resent an honest performance of duty 


THE INTERNAL AUDITOR’S QUALIFICATIONS 


The ideal concept of internal auditing can be met only by a person with 
exceptional qualities and qualifications. The traditions behind his functions 
demand complete trustworthiness and integrity, but these must go hand in 
hand with the skill which is born of study, training and experience. 

\t the foundation he must place a sound knowledge of the principles 
and methods of general accounting and auditing, and demonstrate it by 
passing examinations of a reputable accountancy body. However, internal 
auditing is subtly but distinctly different from external auditing, and par- 
ticularly so when it veers inte management audits. The basic knowledge 
of accounting and auditing must be built on by specialized study of such 
things as control systems, office procedures, production and distribution 
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problems, and internal auditing techniques. The examination of a recognized 
body of internal auditors is probably the best test of this knowledge. 


Theory is not self-sufficient qualification, and practical training is essen- 
tial. The question which follows is whether this is best secured in a public 
auditor’s office or in the undertaking itself. The best answer would appear 
to be a combination of both. 


Training in a professional office may be expected to yield a wider experi- 
ence of accounting and auditing. It should stimulate an appreciation and 
acceptance of personal responsibility. It should bring out a critical and 
judicial attitude to accounting facts and should engender basic honesty and 
courage in holding to a well-formed opinion. 


The internal auditor trained only in the particular undertaking should 
have at the outset a more profound understanding of its ramifications and 
problems, but there is danger in the narrower outlook, in the lack of experi- 
ence of other methods, and in the closer association with other employees 
The net result may be comparatively ineffective work 


The problem of practical training for this specialized activity needs 
definite attention. The main recruiting ground to date has probably been 
the professional offices, but this is a somewhat negative approach to th 
present and future problem. Industry will cry out for more and more peopl 
of high executive caliber for this work, but they will not be there when 
wanted unless they are recruited and trained beforehand. The initial selec 
tion of recruits should look past mere clerical ability to the capacity for 
higher functions. The training in the business may be followed at an early 
stage by a specific period of engagement in the external auditor's office. 
The important thing is that whatever is done shall be a planned course to 
provide the essential equipment. 


Because the functions must involve a fair degree of repetitious detailed 
work, it is all the more essential that he should be an active member of a 
body of internal auditors. Through this medium he will have a greater open 
ing for exchange of ideas, he will be more self-critical, and he will keep on 
top of developments in his profession. A spirit of researcn and a willingness 
to look at new ideas round off the technical equipment he must have. 


THE FUTURE 

Auditing, in its widest sense, continues to undergo a process of evolution, 
a process which is inescapable if the advancing needs of large-scale business 
are to be serviced adequately. The evolution must be soundly conceived 
because auditing is the key to confidence in commercial accounting, and our 
economic system could not function without that basis of confidence and 
trust. 
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The size and spread of activity in so many businesses have led the 
external auditor more and more away from the old form of detailed audit. 
His attentions go more to matters of policy and principle, and I foresee this 
becoming firmly implanted as his true role. Such a development is only 
possible if there is a marriage of internal audit functions which will take 
care of detailed accuracy and protection against staff dishonesty, but the 
internal auditor will have a continually expanding future as management 
appreciates that he, out of all executives, is best equipped to audit for man 
agement. It is a brilliant future, attainable if deserved. 


THE INTERNAL AUDITOR 
AN AMERICAN VIEWPOINT 
By W A WALKER 


Controllers Institute of America 


A COMPLETE coverage of all of the important phases of such a broad 
subject as the “Internal Auditor’ would take considerably more spac« 
than can be devoted to a paper of this type. There are, however, certain of 
the more important facets of the internal auditor’s work and objectives 
which I should like to cover in some detail. 


OBJECTIVES—IN BRIEF 


\ practical guiding policy for the operation of an internal audit staff 
can be condensed into a very short set of objectives which may well be 
adopted by any company : 

1. Determination that all procedures involved in the recording and 
physical handling of all or any of a company’s business are such that a mini 
mum possibility of loss exists, considering also the cost of providing pro 
tection, and 

2. Determination by test that such procedures are properly applied so 
that a company’s assets, liabilities, income, and expense are properly ac 
counted for; that value is received for expenditures; and that collectibl 
income to which the company is entitled is received ; 

3. Determination of the extent of compliance with established rules 
and policies of the company. 


RELATION OF INTERNAL AUDITING TO MANAGEMENT 


Since internal auditing is basically the auditing of internal affairs or 
the policies and procedures adopted by management, the auditing approac! 


must be harmonious with the viewpoint of management. 
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It is only when management sits for the most part in the “ivory tower” 
and lays down policies and observes results from pieces of paper that 
“management by exception” becomes a necessity, since the details are so 
voluminous that they cannot all be viewed by management. It is then that 
management needs a group which can sift the chaff from the wheat and let 
them know where the points of special interest are in their companies. 
When speaking of “management by exception” it is meant those departures 
which are exceptionally good and deserve the commendation of top manage- 
ment, as well as those which are departures from management's policies 
and procedures or good sound business practices. These latter need to be 
called to management’s attention for correction. 


Probably the most widely accepted reason in the minds of top manage- 
ment in the majority of companies for the existence of an internal audit 
division is for verification, the assurance that the figures presented to them 
on financial and operating statements are reasonably correct and that there 
are no material irregularities in the accounts. However, while verification is 
necessary and is a primary reason for the existence of an audit division, 
organizations which limit their audit staffs to this function alone are cer- 
tainly not deriving the full benefits which may be had from their staffs. It 
is the suggestions for improvement developed by the auditors while engaged 
in their verification work which permit us to sell management the principle 
that an audit division can be a definite and positive factor in the search for 
improvement, rather than merely of negative benefit by attesting to the 
correctness of figures. 


Management should have the definite knowledge and feeling that the 
work of the internal auditors is being done for their benefit and that it is 
their right arm, sorting out for them those points which need their admin- 
istrative action. By management, in this connection, is meant management 
at all levels, including the board of directors, the president, vice-presidents, 
plant superintendents, plant accountants, foremen, department heads, etc. 
A\ll these people should feel that the job is being done for them, not that 
they are being audited. This is a “must” in order to create a successful 
internal auditing organization. For it is only by utilization of the auditor's 


findings in order to correct or improve conditions that the work of the 
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internal auditor is justified. Without the utilization of these findings, he 
has wasted his time. Because a great majority of these findings for improve- 
ment will be of a character which will not warrant action by the president 
or board of directors, but should be handled at lower levels, this utilization 
will come about through the acceptance by management at these lower levels 
of the recommendations of the auditors. Accordingly, it behooves the audi- 
tor to gain this acceptance in order that this work may be utilized and may 
be profitable. 


Acceptance must not be gained by merely overlooking those matters 
which may engender controversy or by creating a cordial feeling toward 
the auditor by reason of the fact that the auditor never causes any trouble 
since all the audit reports are written with a whitewash brush. To reiterate, 
acceptance must not be gained in that way ; a mutual feeling must be created 
by which both the auditor and the person being audited feel that they aré 
working together to enhance the company’s profits to the greatest possible 
extent. The person being audited must have a heartfelt feeling that the audi 
tor is trying to help him disclose those conditions within his jurisdictio1 
which he wants to know, so that he can get his work in the shape he would 
like to see it. He must-not feel that the auditor is out to “get him.” It is 
up to the auditor to see that every person gets that understanding of his 
attitude. Accordingly, his attitude must be just that. The auditor cannot 
expect the other fellow to get that sort of feeling toward him if, in his mind, 
he gloats over “getting” someone, rather than feeling merely a justifiable 
satisfaction in having helped the supervisor. The auditor’s innermost feel 
ings will be reflected in his attitude. His attitude will be reflected in th 
acceptance. The acceptance will be reflected in the utilization of the findings 
and, accordingly, govern the success or failure of the audit program. 

The auditor’s viewpoint, then, must be helpful, not critical. There are 
several definite things which the auditor must do to maintain this viewpoint 
In the first place, it is very essential that the auditor keep the faith with 
local and lower levels of management. In other words, each item of an audit 
must be frankly discussed with the immediate supervisor of that functior 
before it is discussed in any way with his superiors. He should be given 
the opportunity to make such comments as he may wish, either in support 
of the present practice, or to straighten out the auditor on certain phases 
which may be pertinent, or to agree with the auditor and outline the general 
principles which he will employ to improve the situation. This is very impor 
tant in order that no level of management will feel that the auditor is going 
over his head. 


It is a sales job, and it is therefore necessary that the auditor's construc 
tive remarks be presented in such a fashion that they will be accepted as 
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helpful suggestions. It is necessary that all supervisory personnel know 
in so many words that the audit staff is not a “gestapo” and, subsequently, 
that they can see for themselves, day in and day out, that the members of 
the audit staff do not consider themselves as a “gestapo.”’ 


IMPLEMENTING THE INTERNAL AUDIT PROGRAM 


In order to accomplish the objectives set forth above, it is essential that 
top management establish a clear understanding throughout the company 
that the audit staff has full and free access to all departments and records 
of the company and that there are no restrictions on its audit activities. It 
is essential to providing proper service to management that auditing be 
operated as a staff function as distinguished from a line function. By this 
is meant: 


1. Auditing is not a substitute for management. The auditors have no 
authority to set up procedures, make policies, or direct or instruct 
anyone as to how he should conduct his activities. Auditing is a 
purely staff function of coordinating, investigating, and advising 
It is the auditor’s function to determine whether the company pro 
cedures and good accounting practices are in effect and whether the 
practices in effect are adequate to provide proper internal control fot 
the company. 


~ 


2. The audit staff should not be used for special line assignments not 
connected with the auditing function. To do this sets a precedent 
which sometimes leads to the use of auditors as fill-ins for line 


absentees and results in inadequate audit coverage 


3. The auditor should not be used as a glorified line clerk. In other 
words, routine checking which is performed on a day by day, week 
by week, or any other periodic basis in connection with the check- 
ing of accounts payable vouchers, etc., is a part of the line function, 
and it is the responsibility of the line supervisor to provide adequate 
assurance that the work turned out is accurate. This type of work 
does not deserve the name of auditing. It is merely checking and 
should not be a part of an internal staff function. This much abused 
concept of auditing is one which tends to weaken the function of 


internal auditing staff in many companies 


SERVICE TO MANAGEMENT 


Relative to the technique of internal auditing, there are various methods 
of approach and types of coverage which should be made in order that the 
internal audit division can be of the greatest possible service to management, 


consistent with maintaining the staff at a reasonable cost. 
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In the first place, it is imperative that top management understand that 
the audit division cannot possibly cover any great percentage of the matters 
subject to audit scrutiny in any given year, assuming, of course, that the 
internal audit division works, as it must, with an intensive, comprehensive, 
searching coverage. The viewpoint, that the analysis of a particular subject, 
to be beneficial to management, must be complete, should be emphasized 
That is one of the main differences between an audit of a function performed 
by the internal audit division and the coverage given by the public account- 
ing firm to any particular function in the course of a balance sheet audit. 

In the second place, an internal audit done for the benefit of management 
cannot be a check list type of audit, but must be one in which the auditor 
goes in with a general program for a known purpose and uses all the inge 
nuity, imagination, and ability that he can command to develop improve- 
ments which he would want to see in effect if it were the money out of his 
own pocket with which he was dealing. Because of the need for exhaustive 
investigation, it has been found that, in general, a more productive survey 
is gained by narrowing the scope of the review and performing what is 
called a functional audit, as compared with a responsibility audit. A respon- 
sibility audit is one which covers, in a general way, all the matters within 
the jurisdiction of a particular department. Because of the breadth of fun 
tions usually embraced in such an audit, it is virtually impossible to do more 
than to touch upon various points ; whereas, in a functional audit, the audi 
tors concentrate on particular points within a responsibility and dig into 
them, leaving no stone unturned. However, in the performance of a func 
tional audit, intensive investigation does not comprehend coverage of all 
the details of clerical accuracy. Clerical accuracy is, as previously stated, 
the responsibility of line management. However, the audit must ascertain 
in detail whether or not the policies of the company and sound business 
practices are being adhered to, that the procedures adequately furnish com 
plete internal control and protection, that revenue is fully protected, and 
that costs are consistent with proper control and are at a minimum. In the 
audit of any function, a certain amount of test checking of details must be 
done. If, in doing that, an exorbitant number of clerical errors are encour 
tered, these errors are not important in themselves but merely point to 
another principle which is that adequate control over accuracy is not present. 
In order that the audit supervisor may perform the most helpful service to 
management, it is necessary that he have a rather broad and thorough 
that in the 
selection of the functions which the audit division will have the manpower 


acquaintanceship with all phases of the company’s business, s 


to audit, the most productive and most vital matters will be done first 
Therefore, he should attempt to cover those matters where lack of control 
an, and will, result in an actual loss of money as compared with those audits 
which pertain merely to distribution accounting. 
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Thirdly, the audit division does not confine itself solely to the account- 
ing department, or treasury department, but makes itself available to any 
lepartment for examination of any function in which the protection of 
assets, revenue, or costs is involved. This includes, therefore, virtually 
everything which the company does, including the work of the sales depart- 
ment, operating department, purchasing department, treasury department, 
production planning department, etc. We believe that the greatest benefit 
from the audit is achieved if the auditor follows all the processes connected 
with a function of a business straight through from beginning to end without 
limitation as to the crossing of departmental lines. It is only in this way that 
a complete conception of the internal control over the subject as a whole can 
be observed and weaknesses or duplication detected. This being the case, 
the auditor must not forget, however, that he is not an industrial engineer, 
a management engineer, a metallurgist, an industrial relations expert, or 
the president of the company. Few practices have gotten the auditor into 
more hot water, and justifiably so, than that of pretending to know more 
about the technical phase of a subject than the technician himself. The audi 
tor must try to arrive at a delicate balance which permits him to examine 
and render help in any department having a bearing on the financial status 
of the corporation while, at the same time, confining himself to those matters 
on which he can render sound opinions. An auditor is essentially a fact- 
finding examiner, and the judgment is up to the appropriate management 
group. 


POSITION OF THE AUDIT STAFF IN THE COMPANY ORGANIZATION 

A great deal of discussion has transpired, and more will ensue, on this 
subject, and we predict that no firm answer acceptable to all will be deter 
mined. In our opinion, as long as the program has the support of the chief 
administrative officer or body along the lines set forth in the preceding 
paragraphs, the internal audit function can report to any member of mat 
agement under whom the audit program can work smoothly and efficiently 
with support from all segments of management. In certain companies, de 
pending upon the personalities involved or the over-all organizational stru 
ture, this may be the president, a vice-president, the controller, the treasurer, 
or (as stated in our Institute of Internal Auditors’ Statement of Responsi 
bilities of the Internal Auditor) “to any officer of sufficient rank as will 
assure adequate consideration and action on the findings and recommenda 


tions.” 


Some writers have advocated that the internal auditors should report 
directly te the board of directors. Although this may be feasible in some 
organizations, in our opinion it is not practical in most cases because we 
believe internal auditing can be most effective as a tool in the hands of 


active management. 
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THE AUDITOR HIMSELF 


With all his effort to perform a constructive service and to sell it, the 
auditor must maintain his own independence of thinking and exploration 
He cannot permit his boss to dictate to him what his thoughts should be 
This is another selling job. He should try to arrive at the facts and, after 
careful consideration, present these facts in such a manner that, even though 
they may be in conflict with present company policies or thinking, they will 
be accepted and given the proper consideration due them, since, by the 
method of presentation, they are obviously the sincere and considered view 
point of the auditor, presented for what he believes is for the best interest 
of the company. There is no set rule as to how this independence should 
be accomplished organizationally, but regardless of the auditor’s position 
on the organization chart, there is only one way of achieving independence, 
and that is by being independent. 


The most important requirement of an auditor is that he use good 
common sense. Possessing this characteristic, an auditor can examine and 
analyze conditions and offer constructive suggestions to line supervision, 
even though they have been daily concerned for years with their functions 


and admittedly know more about them 


EFFECTIVENESS OF THE AUDIT DIVISION 


The value of an internal audit staff cannot be measured in dollars and 
cents alone; for it is not possible to set down a column of figures which 
represents the savings made by the audit division and balance them against 


another group of figures which represents the cost of the audit division 


Management will judge the effectiveness of the audit division on th 
quality of the report rendered and the effect of the action take: 


The report must indicate the action that has been taken or planned, and 
it should be a part of the audit division’s function to follow up, within a 
reasonable time, to see that line management has made the corrections indi 


cated 


\nother service that the audit division should perform is the training 
and supplying of men qualified to accept responsibilities and, with the back 
ground of management’s viewpoint, to assume executive positions in the 
various functions throughout the corporation. Men in the audit divisior 
will get a complete education as to the company’s policies and how thes« 
policies tie together for a smoothly operating business. It should be the ambi 
tion of the audit supervisor to be constantly losing his best men to othe 
departments of the business, where training of this type is needed to fill 
executive positions. Not only will this tend to create an organization of 
men with broad vision, but it will enable the audit division to maintain 
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a staff of men of the caliber needed to do the job at hand because they know 
what opportunity exists for a job well done. 


RELATION TO PUBLIC ACCOUNTANTS 


Normally, the audits performed by the public accountant take the form 
of a balance sheet audit requiring, principally, the verification of the assets 
and liabilities as of a certain date and such analysis of the income statement 
as will enable the auditor to certify that they have been stated properly. In 
brief, the audit approach of the independent public accountant is to estab- 
lish accuracy of accounts, account by account, while the internal auditor's 
approach is department by department, or function by function, and to estab- 
lish that good business practices are in effect in each. Thus, it is apparent 
that the work of the two need not conflict, because basic approach and 
emphasis are different. 


Che greater portion of written matter devoted to auditing has been 
directed to the procedures for balance sheet audits 


In other words, contemporary literature on auditing has been concen- 
trated largely from the viewpoint of the independent public accountant. 
Indeed, many of the articles, etc., purporting to address themselves to the 
subject of internal auditing have been actually more applicable to the work 
of the public accountants. This has been true because many persons, whose 
experience has been in public accounting, found themselves commissioned 
by their companies to establish and maintain internal audit programs, and 
in the absence of data on the most recent concepts of internal auditing as 
compared with public accounting, have not, in all cases, eliminated the duties 
of the public accountants from their programs 


In fact, we have heard internal auditors in some companies cite as an 
accomplishment the fact that the work performed by their staff during the 
past year reduced the fee of the company’s public accountants by a signifi- 
cant sum. In our opinion, this admission, or assertion, is a definite indica 
tion of a lack of appreciation of the scope and responsibilities of the internal 
auditor. The activities of the internal auditor are, in the main, so divorced 
from the usual procedures of the public accountant that, if the internal audi- 
tor takes the time for such work, either (1) he is omitting the performance 
of audits which fall within his peculiar province and which would be of 
considerable benefit to the company, or (2) he is overstaffed. 

Much has been written and said about coordination and cooperation 
between the external and internal auditor, but it boils down principally to 
this: 

1. Each must stay out of the other’s road, for although the emphasis 

varies, use of the same records is sometimes necessary. Accordingly, 





An American Viewpoint 


their audit time schedules should be so correlated as not to interfere 
with each other’s programs and not to burden the line personnel 
who prepare and use the records. 


- 


2. The coverage of the internal auditor may reduce the detail work 
necessary to satisfy the external auditor of the existence of adequat« 


internal control. 


STANDARDS FOR INTERNAL AUDITING 

For years the preponderance of accounting literature has set forth audit 
ing “procedures” for various activities. Recently, however, our public ac 
counting profession has attempted to distinguish between “auditing pro 
cedures” and “auditing standards” and has outlined certain standards 
particularly applicable to their work. 


In any endeavor, such as auditing, in which no objective measurements 
are possible, such standards are necessarily of a very abstract charactet 
Nevertheless, there are some standards of performance against which the 
activities of an internal auditing staff can be compared in a general way, 
as follows: 

1. The staff must have a “professional approach” to the task—with a 
spirit of complete helpfulness—without a thought of destructiv: 
criticism—and, above all, with the attitude that they are professional 
auditors and not detectives. 


2. All thinking members of management, at every level, must whol 
heartedly accept the audit staff as their right arm. Only adherence 
to all internal auditing standards by all members of the staff will 


win and hold such acceptance 


3. The auditor’s factual data must be meticulously correct. Almost 
super-human accuracy is expected and demanded of the auditor. He 
cannot be too careful. He must check his facts and have them care 

fully rechecked. The natural tendency of the groups under audit 1s 
to concentrate to such an extent on discussion of any error com 
mitted by the auditor that often the constructive effect of the balance 


of the audit findings is nullified. 


4. The auditor must be qualified by education, training, experience, and 


tact to deal with the company executives in a manner which will 


engender their respect and assure proper consideration of his recom 


mendations. 

5. The auditor must not be a theorist. He must know good theory, but, 
primarily, he must view matters as a practical businessman. His 
recommendations must be workable and always reflect good business 


judgment 
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The staff must have the degree of independence of thought and 
action previously commented upon, while still being in harmony with 
the viewpoint of management. 


His reports must be interesting, constructive, easily understandable, 
generally well prepared, and, most important of all, must be unob 
trusively forceful and convincing, with the effect that they get action. 
The programming and planning of audits must be timely; show 
evidence of careful selection of most important and productive sub 
ject matter; result in no duplication with other staffs, other audits, 
or the public accountants; and must not waste staff and company 
time on nonessential matters. 


The auditors should review all the significant control points and be 
thoroughly familiar with the internal control procedures covering 
all important functions. They must persistently work for the ultimate 
in controls that can be achieved at a cost consistent with the risks 
involved. 

The auditor must be thoroughly discreet. No loose talk, gossip, or 
taletelling can be a part of any auditor’s make-up. Further, his 
reporting must be complete and unbiased, with no attempts to glorify 
the auditor whether at another’s expense or not 



























INQUISITIVE AUDITOR HELD 
AID IN BUYING’ 


By GEORGE A. RENARD 


Associate Editor for Purchasing Economics, N. Y. Journal of Commerce 


Written by the former Executive Secre tary of the National Association 
of Purchasing Agents, this article summarizes most effectively the construc- 
tive responsibility of the internal auditor in his work in the purchasing de- 
partment. 


HERE must be a cure, instead of a remedy, for your problem. So, 

when the auditor gets into your hair . . . because these purchasing 
department snoopers pretend that all management commandments are 
easily reduced to accurate measurements in decimals and fractions our 
best advice is: relax. 


The profit centers of a company must accept the “put and take’ of 
controls and audits as the bounce of the management ball. The word-filter 
test will reveal, more than likely, that it is the audit—rather than the audi 
tor—that builds up such tensions. That is not good 


\ little elementary arithmetic can be used to poultice any prejudice 


that may be concealed in the situation. Purchasing is one of the major 
functions and responsibilities of management. Management is, funda 
mentally, we are told, the desire and the ability to get things done; it 
establishes objectives through plans based on production, sales or economi 
forecasts and, then, follows through to reach them or a reasonable facsimile 
thereof. 


FOUR SKILLS MAKE UP “MANAGEMENT 

Don Mitchell, president of Sylvania Electric Products, Inc., and long 
time leader in the activities of the American Management Association, has 
broken down what we loosely label ‘““management” into equal parts of four 
basic skills: 

“First, make up your mind what you want to get don 

“Second, break this up into jobs 

“Third, select the right people to do those jobs 


“Fourth, get them to do their jobs.” 


Too often, the horse-and-buggy idea of an audit as being solely an 
axe-man check on fraud and dishonesty . . . will be in conflict with that 





Reprinted from the New York Journal of Commerce, December 9, 1957 
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four-point modern meaning of management. The audit today is a tool that 
is used by management to measure its own functioning, through an inde- 
pendent review and appraisal of the effectiveness of all operations. In many 
large companies the internal auditors are important staff executives; in 
those and in many others, the regular use of outside consulting experts is 
a common practice. Like the pills put out by the Chinese doctor, the audit 
treatment is largely preventive medicine. 


THE MEASURES OF EFFICIENCY 


Measuring the work loads and cost of operation by the number of requi 
sitions processed and purchasing orders placed gives only a run-of-mine 
indication of departmental. production. All experienced purchasing execu- 
tives, as well as the expert auditors, realize that such mechanical gauges 
tend to measure performance solely by price. Consequently, they don’t con- 
sider their use, exclusively, an acceptable management policy—particularly, 
for purchasing—hecause of the numerous other values which must be con 
sidered. 


\n able management consultant tells us that, in auditing the perform- 
ance of the purchasing department, the most important—as well as the most 
difficult—factor to appraise is judgment 


Securing three bids on every purchase requirement may satisfy the 
record as adequate procedure. But, that also is a mechanical measure of 


markets which may disregard significant values 


INTANGIBLES MUST BE CONSIDERED 


Judgment in the selection of bidders, sources and products expands the 
inileage of dollars spent and contributes to profits. Intangibles of that nature, 
admittedly, are not measurable in decimals and fractions; yet, an audit 
should, at least, assure that sound policies are being followed and flag any- 
one running in the wrong direction with the ball. 


Since audits are made of all important departments, they often can have 
a “silver lining” result which brings increased recognition to purchasing. 
That fourth management skill . . . “Get them to do their jobs,” . . . applies 
to all those “exceptions” in the organization who may like to have a finger 
in the buying. An inquisitive auditor will offer preventive medicine for any 
organization of that kind. 


GEORGE A. RENARD is Associate Editor for Purchasing Economics of the 
Journal of Commerce. From 1928 until his retirement in March 1957 he was Executive 
Secretary-Treasurer of the National Association of Purchasing Agents. Mr. Renard 
has served as consultant to many government agencies 

Wr. Renard is a graduate of the University of Illinois Law School and has bee: 
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THE ROUND TABLE 


Edited by DONALD T. BARBER 





As a stimulus for contributions to The Round Table an annual award will 
be made to the chapter submitting the most useful and original contribution. 
Many chapters are arranging for articles to be submitted through their chap 
ter editorial committees. Those submitted direct will be credited to the 
chapter. 


The Round Table provides a format for the day-to-day practical experi- 
ences of internal auditors. Most of the contributions are case examples of 
savings or efficiencies that have been effected or tell about some special 
auditing service to management. 


The names of contributors will be published only with permission. Send 
contributions direct or through your chapter to 


The Round Table 

The Institute of Internal Auditors 
120 Wall Street 

New York 5, N. Y. 


* + * * 

IF AT FIRST YOU DON’T SUCCEED 
During an “idle” moment a member of the Internal Audit Department was 
watching from his office window the unloading of lorry loads of cases of 
raw materials for food processing. Laboriously the cases, each weighing 
80 Ibs., were lifted from the lorry on to pallets. As each pallet load was 
completed, a fork lift truck conveyed it to a stack of similar loads. 


It occurred to the Internal Auditor that the method of handling was 
wasteful of labor and vehicle utilization. Considerable time could be saved 
if cases arrived at the unloading point already “palletized.” The first ques 
tions which came to mind were, “Where are the lorries loaded?” “Are they 
outside storage locations?” “Cannot something be done to ‘palletize’ at the 
loading point wherever it may be?” The auditor immediately got in touch 
with the freight department, which told him the cases were being off-loaded 
from barges. An invitation to watch the unloading operation was given and 
accepted. On the way to the unloading wharf the possibility of “palletizing” 
was discussed, albeit not very enthusiastically by the freight department's 
representative. At the forwarding agents’ office the suggestion was greeted 
with the statement that “palletization’” undoubtedly would save time and 


labor at the wharfside, but 
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The normal and traditional method of unloading barges was by means 
of a skip being lowered into the hold by crane, which was loaded by three 
men. As soon as the skip was loaded, the wharfside crane swung it out of 
the hold onto the waiting lorry where another gang off-loaded the skip 
During the latter operation the men on the barge were able to take a 
breather and a smoke. 


The reason for the “but... .” was quickly explained. To introduce 
pallet loading would require permission from the men’s Union, because it 
would result in less men being employed and at the same time achieve a 
higher discharge rate. As a consequence a claim would probably be lodged 
for a higher rate of pay to offset the faster turn round of barges. It was 
also pointed out that, in order to comply with the Union's safety regulations, 
each pallet would have to be strengthened. In short the economies to be 
achieved by “palletization” would be offset by higher labor costs and cost 
of strengthening pallets. 


The story could have ended there, but inquiries went on to find a way to 
eliminate the costly and time-wasting bottleneck at the wharves. 


The answer which was found was a simple one. Briefly, the plan will 
be to load rail wagons with pallet loads at the processors’ factory on the 
Continent, and from thence they would be delivered to the consignees’ fac- 
tory siding via barge down the Rhine to Rotterdam, and coaster to a 
United Kingdom port. 


\t the time of writing this article all the details had not been finalized, 
and final costings were not available, but such is the weight of traffic it is 
believed that the proposed method will show 6% saving on freight and 
handling costs alone. In addition, delivery will be speeded up, and there 
will be a considerable saving on handling costs at the consignees’ factory. 

D. Taylor 
H. J. Heinz Company 
London (England) Chapter 


* 


LOOK BEFORE YOU LEAP 
\lthough at present we purchase all the cans we use at our factory in 
Pennsylvania, we manufacture tin products as a sideline on equipment used 


originally for the manufacture of cans. 
\ll tin scrap is sold on a bid basis to junk dealers in the area. 


I discovered that because our two manufactured products required 
different grades of tin, we could increase our yearly revenue from tin scrap 


by $300 by separating the tin scrap from the machines into two grades. 
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However at the end of two months, the separating of scrap tin was 
abandoned and the old system of intermixing scrap reinstated. The reasons 
were 

1. When operations changed during the day (as they frequently did), 

the machine operator had to shut down his machine, remove the con 

tainer with one type scrap from the machine and bring in a box for 
the collection of the new type scrap. The average stoppage of opera- 
tions was over five minutes, thus lowering production. 

2. As these operators were paid piece work, they resented the stoppage 
of work as the actual loss to them was much greater than the actual 
time the machines were shut down. It would take an additional 
couple of minutes for the operator to get into the rhythm of the 
operation. 

3. The scrap dealers figured to make the same profit from the com- 
pany, so underpaid the company for other scrap. 


lf there is a practical lesson to be learned from this experience, it is to 


look at all the possible results of an action before undertaking it. 


Gordon Franks 
\nsco 
T riple Cities Chapter 


THE DIFFERENCE IN APPROACH BETWEEN 
THE AUDITING OF EXPENDITURE AND 
INCOME 


here is an essential difference between the approach of the internal auditor 
to the auditing of expenditure and the approach to the auditing of income, 
ind this difference arises because of the different starting points for the two 
types of verifications. These notes are, therefore, written for the internal 
auditor who is concerned with both expenditure and income and who must 


change his tactics as occasion demands 


For expenditure, the competent auditor starts from the payments which 
he has selected from the record of payments or outgoings and works his way 
hack through the supporting entries and vouchers until he is satisfied that 
the payments are properly authorized, represent a legitimate transaction, 
have been correctly entered in the books of account and that the organization 
has received value for the payments either in goods or services. Assistance 
in the verification can sometimes be obtained from such controls as budgets 
and standard costs. The internal auditor is advised to draw his sample 


generally from a period in which the expenditure appears to be heavier 
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than usual. The main recommendations on the control of expenditure that 
will arise from the audit will usually be in the field of authorization. 


The verification of income is a much more difficult task, as the internal 
auditor does not have the same aids and supporting evidence as for expendi- 
ture. The wide-awake auditor starts from the earliest point at which account- 
ability should first be recorded, e.g., the segregation of scrap for disposal, 
the records of dispatches, etc., and traces the transactions through the books 
of account (¢e.g., record of sales, customer’s personal account, etc.) until 
the cash reaches the bank. Assistance in the verification can sometimes be 
obtained from controls, such as registers of property and rent rolls for rents 
receivable. The internal auditor is advised to examine the period in which 
income, especially miscellantous income, appears to be lower than usual. 
The main recommendations on the control of income that will arise from 
the audit will usually be related to the creation of accountability at the 
earliest possible moment. 


As regards expenditure, therefore, the auditor looks for validity, i.¢., that 
every transaction he examines is in order; as regards income, the auditor 
looks for completeness, i.e., to see that procedures are in operation to ensure 
that every transaction is recorded in the books ultimately resolving in the 
receipt of cash. 

J. O. Davies 
National Coal Board 
London (England) Chapter 


* a * 


WHEN PROCEDURES ARE NOT FOLLOWED 


A good system of internal control over purchasing, receiving and invoice 
approval functions is a necessity. But it is even more important to make 
sure it is actually working. This is what happened in the men’s furnishing 
department of a large department store. 


The buyer discovered that he could have merchandise delivered direct 
to his department without going through the receiving department. Further, 
he could obtain from the receiving clerk a prenumbered receiving apron 
and fill it out in the department without verification that the merchandise 
had actually been received. He could then attach the receiving apron to the 
invoice and return it to the receiving clerk for entry in the receiving records 
The clerk would then forward to the accounting department for payment 


The way to easy money was not hard to find. The buyer outlined his 
crooked scheme to a small supplier with whom his company did business. 
The supplier agreed to furnish the buyer with a fraudulent invoice covering 
men’s furnishings neither ordered or received. On receipt of the invoice the 
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buyer would take over. The innocent receiver would unwittingly furnish 
the receiving apron and clear both the invoice and apron through his depart 
ment to the accounting department. Checks were then issued to the small 
supplier. He would cash them and split the money with the buyer. This 
scheme was used in at least nine transactions. 


The fraudulent activities were brought to light only as a result of the 
large discrepancy found at the semi-annual stocktaking. On one pretext o1 
another, the buyer even managed to have the stocktaking deferred for three 
months. During this period he approved for payment the final two of the 
nine invoices. 

The internal control system would probably have been adequate to pre 
vent this loss if it had been faithfully followed. Departures from established 
routines encourage employee dishonesty. Let us therefore make sure that 
all the procedures that are on the books are really and truly working 


Raymond P. Allen 
Liberty Mutual Insurance Co. 
New England Chapter 


a * 7 * 


NEED 3¥%2 MILLION CASH ? 


Our internal audit staff conducted a functional audit of the banking pro- 
cedures for the entire company. At each of our 300 retail points cash 
receipts were transferred daily to one of the central accounting offices 
They were later consolidated in a central bank account. Disbursements were 
made by check from the same 90 widely scattered bank accounts. Because 
of business requirements, it was necessary to issue the checks locally. 

We suggested, 

1. Cash receipts be transferred daily toa New York City bank by each 
retail unit. This removed a portion of the record work from the 
central accounting offices. But more importantly it decreased the 
transit time by an average of two days. 


~ 


2. Disbursements to be made locally be issued as drafts against the 
same central bank account. This provided increased efficiency i 


utilization of funds. 


Our study showed the changes would make available about $3,500,000. 
This very large sum was not available to us previously because it was in 
transit between the retail points and the central accounting offices. After 
thorough study by the Treasurer, the proposal is being instituted. 

W.. S. Smith 
Cooperative G. L. F. Exchange 


Triple Cities Chapter 
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FRAUD DETECTED THROUGH A FAVORITE 
BRAND 


fraud was uncovered by thoroughly investigating a seemingly innocent act 
of an employee. After a hotel guest had dinner served in his room he com 
plained of the waiter refusing to serve him his favorite brand of beer and 
insisting he drink another brand. 


We asked ourselves the question, ‘““\Why did the waiter do this, when 
we stock both brands?’ The obvious answer was that the salesman of the 
brand of beer he sold probably had either tipped him generously or had 
done some other favor for him. However on further investigation it was 
discovered that the waiter had not turned in any money or sales slip. This 
vas certainly a lucrative practice which might have gone undetected had 
not the guest complained; and, had not that complaint been followed up 
by an investigation asking the question—why ? 


What happened? We now have a new waiter and are showing profits 
on room sales to guests. 
Marvin W. Chamberlain 
Multnomah Operating Company 
Portland Chapter 


4 a * * 


SAVING $10,000 ON FREIGHT ALLOWED 


\lthough much of the materials purchased to operate our plants are shipped 
to us f.o.b. the supplier’s plant or warehouse, freight collect, many com- 
modities are shipped to us f.o.b. our plant, freight collect. In these latter 
cases freight should be deducted from the invoice. The amount of the deduct- 
ible freight may or may not be shown on the supplier’s invoice ; a notation 


“freight allowed” may or may not be entered on the invoice. 


In passing a supplier’s invoice for payment, the invoice is matched against 
a copy of the purchase order. If “freight allowed” appears on the purchase 
order, the invoice-passing clerk should take steps to have it collected ; if it 
does not, the value of such freight may be lost unless the vendor voluntarily 


sends his check to us, or credits our account. 


The auditor found that in many cases freight allowed was being lost 
because the purchasing department had failed to enter “freight allowed” 
on the purchase order. 

\s a result of the auditor’s recommendations, the following steps were 
taken by management: 


1. Buyers were made responsible to make sure that “freight allowed”’ 
was entered on all purchase orders where applicable. 
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2. Invoice clerks were instructed to ascertain from the traffic department 
the amount of freight allowed and to see that it was charged back to 
the supplier. 

3. An investigation was made by the accounts payable department of 
all cases of possible loss of freight allowed for the previous two 
year period. This resulted in a cash recovery of $10,000. 


The auditor made examination of the control on freight allowed a part 
of his regular audit procedure. 
Hermann L. Brandt 
IBM 
Triple Cities Chapter 


SAVING WATER AND SAVING MONEY 

In our organization all capital expenditure must be authorized by the 
capital expenditure committee which sits at head office. This committee, 
constantly faced with requests for permission to spend monies at its various 
factories, selects certain capital projects to be investigated by the internal 
audit department. This is done with a view to reporting the actual results 
arising from the capital expenditure compared with the original proposal 
and the predicted return on the capital. 


Engineers at one of our factories had recommended modifications in 
the water and boiler systems whereby hot water from a process could be used 
in the steam boilers, resulting in an estimated annual saving of £2,000 in fuel 
and water. Water meters were provided at strategic points to prove their 


case. 


\n alert auditor, when called upon to check these savings, could not 
understand an increase in the total charge from the town’s water company. 
He investigated the consumption of water in the process departments 
\lthough production had been fairly constant, there had been an increas« 


in the amount of water used. 


So in spite of the saving realized by the engineer responsible for the 
boiler house, a greater amount was being lost elsewhere in the factory. As 
a result of an internal audit report the control of use of electricity, steam 
and water throughout the factory was coordinated. On water alone the 


elimination of waste exceeded the auditor’s salary 


S. A. Cropper 


London (England) Chapter 








STUDENT’S DEPARTMENT 
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Articles in these pages are compiled because of their special help 


and interest to students. 





IMAGINATION 


Imagination is generally considered to be the picture-forming power 
of the mind; it is the ability to create ideas or images independent of an 


outside world. 


An internal auditor should cultivate this power and ability. He should 
learn to recognize the things that are not specifically included in the scope 
and objectives of his routine work. In fact, he must always use imagination 
to properly discharge his responsibilities as the “eyes and ears” of manage 
ment. Of course, imagination should not be allowed to run rampant to the 


detriment of accomplishments, but should be used in a constructive way. 


Alert observations and attention to unusual circumstances are important 
components of imaginative auditing. Articles in The Internal Auditor and 
other professional publications frequently tell of seemingly little things that 
focused the auditors’ attention and then prompted the use of imagination 
to picture what could possibly happen. Following the lead of these ideas 
or images, the auditors found many things of interest ; small and large areas 
of possible or actual excessive costs ; noncompliance with basic policies and 
rules; defalcations; missed opportunities for profits; and other matters 
which required attention. Another source of such ideas is in group meet- 
ings and in open discussions with other auditors. Reviewing and analyzing 
case histories of audit findings is an additional means by which the auditor 


can improve his alertness on the job. 


Timely use of imagination in auditing is one of those extra efforts that 
makes for a finished job, attracts attention in the proper places, and labels 
the auditor as being management-minded 


OS 
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NINE CASES OF FRAUD 
By WILLIAM J. SHEA 


Assistant Vice-President and Manager, Auditing Department 
Liberty Mutual Insurance Company 


The possibility of fraud, theft, and embezzlement and the administratio: 
if preventive controls are of primary concern to every internal auditor 
Each of the following nine case histories indicates the amount, the method 
of defalcation, the manner in which the defalcation was detected, and coi 
nents on the deficiency in control in each instance. Interesting in themselves 
hese cases highlight the need for constant attention to the development and 


pplication of adequate controls. 


M bo subject of fraud—its detection and prevention—is of continuing 
interest to every internal auditor. And properly so, because financial 
crime of one kind or another causes enormous losses to business vear aftet 


veal 


What positive steps can be taken to protect business against such losses 


Obviously, the first line of defense is to hire only honest people—and then, 
to help keep them honest by an adequate system of internal control and 
iudit. In these times of high employment, it is not amazing to find how eas) 


it'is for a dishonest person to obtain a position. Our company recently hired 

man in Philadelphia whose previous employment and personal references 
checked out satisfactorily. However, in checking his school references, we 
learned that the only person of that name known to the school authorities 
was then employed locally as he had been for the preceding five years sinc¢ 


s graduation. When confronted with this discrepancy, the man at first 


contended there was some mistake but finally turned in his resignatior 
The last previous employer, when asked about the matter, admitted that 


complete investigation of the employee’s references had not been mad 


By far the main cause of loss, of course, is the person who, when hired, 
was thoroughly honest but later became dishonest for one reason or anothet 
\ssuming the existence of a proper system of internal control, perhaps the 
greatest single factor that permits these “honest” people to go astray is 
human respect. Human respect is an admirable quality, but sometimes it 
can be carried too far. So often it is found that, under the guise of huma1 
respect, the office manager did not have the petty cash fund audited on 
surprise basis for fear the cashier might get the idea that he thought sh« 
was dishonest. The plant superintendent didn’t have the trash containers 


spot-checked periodically because that might be considered as a reflection on 
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the honesty of the porters. The accounting department didn't supervise the 
physical inventory because that was the purchasing agent's bailiwick and, 
after all, he was a trusted employee—hadn’t he been with the company for 
20 years? The foreman didn’t carry out the tool check system because he 
had a “swell bunch of boys” working for him and then, too, it would be bad 
for morale. And so it goes! Misplaced confidence and failure to carry out 
the system prescribed become allies of the dishonest employee. Following 
are some actual case histories of defalcations as taken from claim files: 


CASE STUDY A — TRUCK TRAILER MANUFACTURER 

A branch manager, about 50 years old, separated from his wife, had 
been employed about four years at a salary of $5,000 a year before he started 
juggling customer accounts. A loss of $30,000 developed over a period of 
three to four months before discovery. 


Method of Defalcation—Misappropriations of customer payments were 
facilitated by establishing a personal bank account as “Manager” and de 
positing in this account checks drawn payable to the Company which were 
endorsed with his name followed by “‘“Manager.’’ The bank account was set 
up in this manner because the defaulter feared that a bank account merely 
in his own name might be attached by his estranged wife. This bank account 
had been opened without written authority from the company and was 
operated by the defaulter concurrent with a separate account in the same 
bank that had been established by the company. The bank accepted checks 
payable to the Company for deposit in the “Manager” account, and also 
honored check withdrawals by the defaulter against these deposits. 


Comments—This case illustrates the necessity for a written agreement 
between the Company and the bank providing that all checks made payable 
to the company would be accepted for deposit only to the account opened 
by the company. This account should be a “one-way” account not subject to 
withdrawals by local personnel. In this case, the bank may also have been 
negligent in accepting checks made payable to the Company for deposit to 


the manager's personal bank account. 


CASE STUDY B —LARGE UNIVERSITY 

A bursar-assistant treasurer, about 55 years old, married, one child, 
was employed by a university for about 25 years. Over a 10-year period he 
embezzled $29,000 of the university’s funds. 


WILLIAM J. SHEA is Assistant Vice-President of Liberty Mutual Insurance 
Company. He has been in the Auditing Department since 1935, was the manager 
responsible for auditing service, and in 1957 became Assistant Manager of Underwrit 
ing Service. 

Mr. Shea graduated from Boston University with the degree of Bachelor of Busi- 


ness Administration 
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Method of Defalcation—The defaulter simply took money from the cash 
ier’s funds and substituted unrecorded checks received from various sources, 
the majority of which were in settlement of amounts due the university 
under annuity contracts on terminated faculty members. Although these 
checks were all made payable to the university, the cashier willingly per- 
mitted the substitution for cash because of the executive capacity of the 
defaulter. 


Discovery—When the university’s public accountants made a surprise 
audit of a $10,000 working fund they found it to be short $1,400. This 
shortage resulted in the questioning of all employees in the bursar’s office, 
including the cashier who was innocently (if somewhat stupidly) involved. 
The investigation disclosed that the bursar had used checks made payable 
to the university which he substituted for cash. No forgery was involved 
as the checks were all properly endorsed and deposited. His peculations 
were concealed by simply not making entries for these checks. In view of 
his position and long period of employment no one questioned the close 
personal control he exercised over all incoming mail and checks. 


Comments—A standard recommendation for internal control, often 
rejected as unnecessary, was adopted in this case. All mail is now delivered 
to the vice-president’s office, where incoming cash receipts are listed in 
duplicate. One copy of the listing with the related checks goes to the cashier 
and the other copy goes to the controller. The controller is required to check 
his listing with the details shown on a duplicate deposit slip (authenticated 
copy now received direct from the bank), daily cash receipts entry, and 
subsequently with the bank statement. For additional control and account- 
ability, special attention is given to checks received by mail from miscellane 


ous sources 


CASE STUDY C — PAPER MANUFACTURER 


A company store manager employed 15 years, 37 years old, married, 
with two children, was responsible for the theft of $25,000 over a period of 
five years before detection. 


Method of Defalcation—Managing the company store was incidental to 
other work performed by this employee. His duties included purchasing 
the stock of merchandise for sale as a convenience to employees. He was 
responsible for receiving and checking the quantities of incoming stock, 
approving invoices for payment, handling sales and turning cash receipts 
over to the company cashier. He was also responsible for physical inven 
tories, interim and annual, which he personally priced, extended, and ap 
proved for general accounting purposes. No supervision or control was 
exercised over his duties as store manager other than to require that 
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physical inventories be reported when requested and that sufficient stock 
be maintained to meet employee requirements. Under these conditions, the 
defaulter was able to conceal stealing cash from sales by fictitiously inflating 
the quantities and value of stock on hand, and by withholding vendor 
invoices for stock that had been received until a subsequent accounting 
period. 


How Detected—Suspicions on the part of the company treasurer were 
aroused when the wife of the defaulter was seen in the office, and he noted 
that she was dressed exceptionally well—even better than he could afford 
for his wife. The defaulter’s salary was $55 a week, and as far as was known 
neither he nor his wife had an outside income. Because of this incident the 
company decided to have an audit made of the company store records 
including verification of the stock inventory, which disclosed the shortage. 
Because of his long service record everyone in the office and plant had 
implicit faith in this employee. 


Comments—The complete absence of internal control in this instance 
gave the defaulter ample opportunity to continue his peculations over a 
long period without detection. Management did not discharge its moral 
responsibility to discourage dishonesty by frequent audits of the store 
records including an independent verification of the physical inventory at 


least annually. 


CASE STUDY D — FURNITURE MANUFACTURER 


The office manager of the contracting division, employed only 3% years, 
succeeded in swindling his employer out of cash funds in excess of $70,000 


in a relatively short period of time. 


Vethod of Defalcation—Remittance orders prepared in pencil were 
regularly issued to authorize the payment of trucking expenses by check. 
\fter approvals had been obtained, the defaulter altered the remittance 
orders to request the cashier to pay in cash. He would then forge an indorse 
ment of a legitimate trucker’s name to the voucher and take it to the cashier 
with the request for the cash, explaining that the trucker was waiting to be 
paid. Instead, he pocketed the money. To cover his manipulations, he had 
the trucking expense charged to inventory, and to offset these fictitious 
charges to inventory, he had customers billed in advance of shipment, but 


withheld customer copies of the bills 


How Detected—An executive officer of the company questioned sizable 
outstanding balances in the accounts of two customers who had excellent 
credit ratings. When these customers were contacted, they proved that the 


account balances had been falsified. 
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Comments—This defaulter received a prison sentence of 15 years whicl 
would give him ample time to think over what he had done. Check request 
forms authorizing disbursements should never be made out in pencil, but 
should always be prepared either in ink or by typewriter. Alterations to 


such documents should have supervisory approval before being accepted. 


CASE STUDY E— MAGAZINE PUBLISHER 


An accountant-auditor about 60 years old, married and employed 8 


years at a salary of $6,000 per year, was responsible for a swindle of $75,00( 


plus 


Vethod of Defalcation The defaulter had complete charge ol pavroll 
preparation and personally made the distribution to cost records. In this 
dual capacity he merely increased the total payroll by amounts ranging uy 
to $300 each week and extracted this amount from the payroll cash delivered 
from the bank. In addition, through experience and his previous business 


onnection he knew that the payroll records were not audited annually 


vere other company records and he capitalized on this knowledge 


How Detected—The defaulter died after a sudden heart attack and 
when his superior in the company called on the widow to offer his con 
dolences, he was surprised to learn that she was anything but destitute 


Chis particular defaulter owned an expensive home, bought a new car ea 


year, and operated a yacht which Uncle Sam took over for coast guard dut 
during the war. To conceal his additional income from his wife, he told het 
of large financial earnings for doing special jobs for his employer. To avoid 


irousing his employer's suspicion that he was living beyond his means, the 
impression was created that the defaulter’s wife had inherited paintings and 


as selling them for a sizable amount 
Some difficulty was expel enced by the employer in trving t follow 
“ 


the deceased's procedure in recording payrolls. Public accountants wer 


alled in and uncovered the payroll padding routine and resultant loss of 





( nents—This is another example of what can happen when responsi 


1 and there is an absence of adequate 


Inlities are not properly segregate: 
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Method of Defalcation—Store managers approved and were responsibk 
for any customer checks cashed and also made the bank deposits. However, 
when customer checks were returned “NSF” by the depositaries, they were 
delivered to the main office. The secretary-treasurer then would turn them 
over to store superintendents to collect the cash from the store managers 
Cash collected on these checks was subsequently returned to the defaulte: 
for deposit in the main office bank account. The public accountants knew 
that the cash from this source should be deposited in this account, but in 
reconciling the account balance no such deposits could be found. In this 
case the amount of the defalcation was relatively easy to determine in that 
the total amount of “rubber checks” returned by the depositaries to th 
main office could be easily verified on the bank statements. 


Comments—lInvestigation disclosed that the defaulter was the only one 
who reconciled the main office bank account other than the public account 
ants at the time of their annual audit. The same employee should never be 
allowed to prepare deposits and reconcile the related bank account balances 


CASE STUDY G— GENERAL CONTRACTING COMPANY 


\n accountant, employed about one year by a general contracting firm, 


managed to embezzle $6,600 before detection. The defaulter had had a poor 
record in military service, but eventually secured an honorable discharge 
from the Army when his family paid off his thefts. 

Method of Defalcation—United States Savings Bonds, Series E, were 
received by the contracting firm on a consignment basis from the Federal 
Reserve Bank to encourage and assist in the sale of United States Savings 
Bonds to employees. The defaulter sold the bonds and pocketed the cash. 
He did not make returns to the Federal Reserve Bank, and falsified his 
monthly reports to the bank by showing these bonds as being on hand 


How Detected—The head of the contracting firm discovered his signa- 


Comments 


in failing to exercise sufficient supervision and control over his duties 


ture had been forged on two general disbursement checks totaling $1,700 
When the defaulter was confronted with this situation, he made full restitu 
tion with a far from satisfactory explanation and was discharged. The 
employer then became suspicious about the status of the savings bond ac 
count which had also been in the custody of the former employee. When 
the company records were checked with the Federal Reserve Bank, the 
firm discovered that it owed $6,600 for consigned bonds which were not 
on hand. Trial, conviction and a prison sentence followed—but no restitu- 


This firm no longer sells United States Savings Bonds 


However. the case does indicate laxity on the part of the employer in not 
making a more complete investigation of the defaulter’s past history, and 
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CASE STUDY H — CREDIT UNION 


Over a period of seven years, a Federal Credit Union manager-book 
keeper, a woman in her forties, married, concealed the embezzlement of 
members’ deposits which accumulated to $375,000 before discovery. 


Method of Defalcation—As manager-bookkeeper her duties were unr¢ 
stricted, including acting in the dual capacity of teller and bookkeeper wit! 
complete control over member ledger accounts. Cash collections from mem 
bers on shares purchased were correctly posted to passbooks and ledger 
cards on a bookkeeping machine, but the audit total register on the machine 
was reduced by recording the embezzled amounts with the correction key 
instead of the receipts key. The passbooks and ledger cards on which thes 
falacious postings were made were jammed into the machine in such 
position that the key symbol, which should have shown on the records, was 
not indicated. The audit tape total used for posting to the general ledge 
share account control was therefore understated. When the audit by th 
supervisory committee of the credit union or the audit by the Federal Credit 
Union examiners was due, the defaulter would withdraw member ledger 
cards with share balances equalling the total of the accumulated embezzle 


ment 


How Detected—The embezzlement was uncovered by a Federal Credit 
Union examiner who accidentally discovered, after he had already balanced 
out the general ledger share account control, that a member’s ledger card 
with deposits aggregating $600 had not been included in the examiner's 
original trial balance. When asked for an explanation, the defaulter gave 
vague answers, and when she failed to show up for work the next day, 
member passbooks were called in for verification. Many ledger cards were 
missing and were presumed to have been destroyed. The amount of th 
defalcation was finally determined by examination of active members’ pass 


ln 0ks. 


Comments—This defaulter was brought to trial, pleaded guilty to counts 
of embezzlement and making false entries, and received the maximum 
sentence of five years in prison and a fine of $5,000 

In addition to the internal control weakness resulting from the unwat 
ranted concentration of duties in the hands of one employee, this case illus 
trates the importance of numerical accounting controls. It also points uy 
the need for a master list of member accounts maintained independently by 
the Credit Union Supervisory (Auditing) Committee, supplemented by 


regular verification statements to members 


ASE STUDY | — SHOE MANUFACTURER 
Two stock clerks, each with a five-year employment record, working 11 


collusion were responsible for an inventory shortage in excess of $27,000 
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Method of Defalcation—The stock clerks received finished shoes from 
production and stored and packed them for shipment on regular factory 
orders. Their duties also included operating a factory store where regular 
and factory-damaged shoes were sold to employees and others. Prenumbered 
sales slips were made out in duplicate for cash or charge sales, but no check 
was made of the continuity of sales slip numbers for accountability. The 
original was given to the customer, and the duplicate became the accounting 
record copy. The defaulters, working in collusion, carried shoes from the 
plant after charging them on a regular sales slip and marking the duplicat« 
copy “Hold.” This was a temporary expedient to cover themselves if they 
were stopped at the plant exit and questioned about the shoes in thei 
possession. The next morning they would destroy the duplicate sales slip 
They also took cash from the register and destroyed the duplicate sales slip 


How Detected—One of the company salesmen, during a call on a local 
retail shoe dealer, was told by the dealer that he could buy the same shoes 
heing offered for less money. Questioning the dealer, the salesman learned 
that the source of supply was one of the two clerks employed in the company 
stockroom. When confronted with this information, the employee confessed 
and named his accomplice. 


Comments—These thefts could have been prevented had a daily audit 
been made of the numerical sequence of the sales slips issued. Merchandis 
removed from the premises should be covered by a pass-out slip which 
should be picked up at the exit by the watchman and turned in to the office 
for checking to assure that the goods involved represented actual sales that 


had been accounted for on company records 
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TRAINING FOR PROGRESS 
By R. H. HOPKINS 


Staff Assistant to Manager, Auditing, McDonnell Aircraft Corporation 


In the light of the broad objectives of internal auditing, the importanc. 
of an adequately trained staff becomes particularly significant. The following 
article points to the need for a better understanding of internal auditing 
fundamentals by the college graduate and suggests a comprehensive on-the 


job training program for the purpose of properly developing staff personnel 


NCLUDED in the “Statement of Responsibilities of the Internal Audi- 
tor” as part of the objective are the words “ over-all objective 
to assist all members of management by furnishing them with objective 


analyses, appraisals 


The only way this objective can be met satisfactorily is to have inquisi 
tive, alert auditors from the newest staff man up, who are not only interested 
in completing the work assignment at hand, but are also thinking about how 
each operation to which they are exposed can be done more efficiently and 
effectively. An auditor with these inherent qualities is indeed a rare “find” 
however, even those with such audit traits must be reminded and encouraged 
through training to have an inquisitive mind. Fortunately, most auditors 


are ambitious and hence are receptive to instruction 


When does training such as this begin? I believe it starts in school 
Where does responsibility for adequate indoctrination lie? In part with 
Tue INsTITUTE OF INTERNAL AupiToRs through the chapter educational 
committees ; in part with our colleges and universities 


It is certainly highly desirable that students be exposed to all areas of 
audit scope, with respect to both basic concepts and modern evolutions 
\cademic training of this type should better equip them to pursue careers 
in the specialized accounting-auditing field of today. We are all aware, for 
example, of the automation revolution now taking place. Changing ideas 
for both office and factory operating systems are continually being developed 
as the adoption of electronic devices and equipment becomes more wide 


spread. 


\re current college graduates well enough equipped to meet this nev 
challenge ? Relatively few educational institutions across the country are in a 
position to offer adequate training courses in the application and use of ele 
tronic business machines as a part of an accounting-business curriculum. The 


importance of the effect of this evolutionary change on accounting-auditing 
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techniques is of such magnitude that a full year’s course in the study of 
electronic office automation should be a part of every college curriculum, 
and furthermore, should be a requirement for a degree in accounting. 


A further objective to assure adequate preliminary training of the stu 
dent should be the promotion of a basic course in internal auditing as a 
requirement for an accounting degree. Encouraging professors to become 
associate members of chapters would help acquaint them with progressive 
internal audit thinking. To overcome the popular concept of the auditor as 
strictly a verifier, we should begin at the collegiate training level to develop 
the concept of the internal auditor as an advisor to management in any 
area of company operations. 


What then is the next step for the college graduate, accounting degree 
in hand? He may pursue any of three alternatives: public accounting, indus 
trial accounting, or internal auditing. 


Regardless of which course he chooses first, when he applies for a job 
as an internal auditor not too much is known about his work, and will not 
be until after he has had an opportunity to demonstrate his capabilities 
Outstanding candidates, though, can usually be easily recognized, as cai 
those with less desirable qualities. Others, in-between, are responsible for 
most of the training problems both before and after hiring. They will need 
constant encouragement and reminders if we are to obtain the best perform 
ance from them. 


In the development of our audit personnel at McDonnell Aircraft Corpo 
ration we have established a formal training program encompassing th 
following : 

1. All new men are informed of the functions and scope of THe INst! 

TUTE OF INTERNAL AUDITORS. 


7) 


New employees are likewise informed of the Company’s college study 
plan, which pays half of the tuition of a student pursuing subjects 
in fields related to his work, providing he attains a required grade. 


3. We conduct monthly supervisory meetings which include men in our 
subcontract (vendor) audit group as well as internal auditors. The 
purpose of these meetings is to disseminate information and discuss 


common problems. 


ROY H. HOPKINS is currently employed as Staff Assistant to Manager, Audit 
ing, at McDonnell Aircraft Corporation, St. Louis, Mo 

Mr. Hopkins received a B.A. from Haverford College and a B.S. in Business Admin 
istration from Washington University. He is a CPA in Missouri and a member of 


Cue INstirute or INTERNAL AUDITORS 
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Audit assignments of functions such as procurement, receiving and 
material control are rotated among staff men, resulting in twofold 
benefits: (1) auditors are exposed to and acquire more knowledge 
of company operations, and (2) each company operation is appraised 
from several viewpoints. 

Staff men are rotated among audit supervisors primarily to give each 
man the opportunity to have his work appraised by different indi- 
viduals. 

Tue INTERNAL AUDITOR is circulated to all staff members. 

Copies of all internal audit reports are circulated among supervisors 
Supervisors also circulate, among themselves, articles of interest 
which have been read in professional periodicals. 

Whenever we have a sufficient number of new men to warrant a 
class, the heads of operating departments are asked to conduct ses 
sions explaining the work performed in their respective areas 

We plan to send each internal auditor “on the road” to perform a 
subcontract audit, and to attend a subsequent price redetermination 
meeting when revised purchase order prices are negotiated. Simi 
larly, subcontract auditors will be required to spend some time ot 
the internal audit staff. 


From time to time certain staff members are designated to attend 
a two weeks’ school on programming fundamentals for electronic 
data processing machines. 


Each auditor is appraised (by questionnaire—37 items) periodically 
by his supervisor. After ratings are on hand from at least two super 
visors, apparent weaknesses are discussed frankly with the rated 
individuals. 


An active program of on-the-job training is constantly followed as 
one of the major elements in the auditor’s development. Included in 
this training phase are reviews of working papers and audit report 
drafts by the supervisors together with follow-up discussions of good 
and bad points disclosed. 


We believe that all the influences and ideas to which an auditor has been 


and will be exposed during his academic and post-graduate training period 


will determine his approach to a problem at a given time; therefore we try 


to give him all the tools necessary to do the best possible job. 


One of the more important points to keep in mind in trying to emphasize 


and teach constructive thinking is that new ideas are generally neither com 


plicated nor difficult to assimilate. How many times have you heard people 
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say, “Why didn’t I think of that?” With properly trained and alert per- 
sonnel that question should only be asked about auditors’ ideas, not by 
atiditors. 


AUDITING CASE STUDIES 


The following case studies are taken from a series prepared by the 
Internal Auditing Committee of the American Gas Association and Edison 
Electrical Institute. 

The adequate control and disposition of surplus stores materials and 
supplies including those used on construction projects is a problem which 
requires consistent management attention. 

The following two case studies outline the approaches taken to obtain 
a more satisfactory handling and accounting for these materials. 


Although the cases have specific application to utilities companies, the 
suggested handling could be employed in almost any type of business having 
similar difficulties. 


SUBJECT: REVIEW OF INACTIVE STORES MATERIAL 


N our company the Internal Auditing Department supervises the annual 
inventory of stores material and supplies. 


During these inventories it was noted by the auditors that many items 
remained in stores without movement for a considerable length of time. 
Many of these items consisted of spare parts which had lost their identity, 
or which were for equipment that had been retired from service. 


It was decided to make a detailed review of the material with no issues 
during the past five years, to determine whether such material had potential 
use in our organization. In order to accomplish this, IBM cards were pre- 
pared for each such item. The cards were numerically stamped for control. 


The Operating Department distributed these cards to the various loca- 
tions for detailed review as to their potential use by the supervisors and/or 
technical personnel familiar with the items. The personnel reviewing this 
material were requested to classify the items into the following categories, 
marking on the reverse side of the card the proper category for each item. 
The cards were also initialed by the supervisor, approving the classification 
for each item: 

a. Obsolete—Material that cannot be used in our company operations, 
to be junked. 
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b. Obsolete—Material that might be used on operations, but which 
cannot be determined for certain where or how the material could 
be used and would hesitate to dispose of it at this time. This type of 
material may be held for a reasonable length of time with proper 
identification and showing on the tag “Not in Stores Account 131.” 

c. Usable Emergency Items—Each item to be further identified on 
the reverse side of the card as to where it can be used so, if neces- 
sary, additional information can be entered in the material Code 
Numbers Book 


\fter the cards were processed by the various locations and approved 
by supervision, they were returned to the Auditing Department for review 
and control. Then, the cards were processed through the Accounting De 


partment records. 


Approximately 750 items were identified as “obsolete” during the re 
view. In addition, 2,250 other items were identified as “Usable Emergency 
Items” in the Material Code Numbers Book. These iatter items will receive 
careful attention in the future and will be removed from stores as soon as 
they become obsolete. Also, as other items remain in stores for five years 
with no issues, they too will be reviewed each year with special attention 


to determine whether the items have potential use. 


SUBJECT: SURPLUS CONSTRUCTION MATERIALS 

Due to certain conditions, approximately $1,000,000 of materials, here 
after referred to as surplus items, were on hand at the completion of a large* 
construction project. Because of the large quantities of items involved, it 
was deemed advisable for the Internal Auditing Department, which was 
aware of prevailing conditions, to develop and coordinate a program to 
provide suitable control of surplus items on hand, inform operating and 
maintenance departments of material availability and account for items 
transferred. 


Since the Utility Company had a tabulating machine accounting system 
for recording stock materials, it was decided that a similar system could be 
used for surplus materials. By so doing, it was found that various machine 
listings could be prepared of the inventory that would meet the require 
ments of the General Contractor and Utility Company. For example, listings 
were furnished by : 

1. Work Order, whereby the credit for materials left over from the 

project was furnished the General Contractor and the Utility’s 
Property Department. 


$100,000,000 plant 
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2. Location code number, to assign custodial responsibility to the Stores 
Department and also provide a balance on hand record. 


3. Description, to inform various departments such as Construction and 
Maintenance, Engineering, Production and Purchasing of the avail- 
ability of the kinds of materials in surplus. 


In addition, transaction listings of all transfers were made periodically 
to meet the various departments’ accounting requirements. Also, revised 
balance listings were provided. 


The machine accounting system for surplus materials was found to fun 
tion very satisfactorily. Because of the flexibility for arranging basic infor- 
mation on various types of listings, this system provided the accounting 
requirements for the General Contractor and Utility Company as well as 
the material informational data for the using departments. 





NEW RESEARCH REPORTS 


Before the next issue of THe INTERNAL AUbITOR appears the Research 


Committee expects to 


ssue two new reports 


Internal Auditing 


n 1957, Research Committee Report No 
5—containing the 1957 Survey of Auditing Practices; 
\dministration of the Internal Auditing Activity, a sym 
posium of the seminar sessions at the Los Angeles Con 
ference ; and the Statement of Responsibilities of the I: 


" 
] 
I 


\uditor. 


terna 


Internal Audit and Control of a Traffic Department, Researcl 
Committee Report No. 6—a study of the auditing of traffi 


operations based upon discussions with traffic men and 


internal auditors in fourteen companies 


Copies of these two reports will be sent without charge to all members 


Non-members interested in obtaining copies may order them from The 


ig 
Institute of Internal Auditors, 120 Wall Street, New York 5, N. Y., at a 


price of $1.00 per copy. Publication date will be about May 15 
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HUMAN RELATIONS: BOON OR BOGLE? 
Donald R. Schoen, Picker X-Ray Corporation 


Published in Harvard Business Review, November-December 1957 


The concept of human relations has lately been questioned by many 
executives as involving cither cynical manipulation and undue inva 
sion of privacy or sentimentality and tendermindedness. In this article 
the author sets forth his own belief in human relations and his defini 
tion of it. The essential elements are viewing organizational situations 
in social as well as technical and economic terms, use of the clinical 
viewpoint, and belief that the person in charge of getting group action 
should orient himself clinically 


In this author’s view, human relations is an aid to leadership, but 
far from the only requirement. The person greatly concerned with 
human relations but without basic personal qualifications for executive 
position will never be an executive. However, the combination of 
leadership qualities and concern for human relations produces a better 
executive. Nothing inherent in human relations is in conflict with 


other management functions. 


DIAGNOSIS OF MANAGEMENT PROBLEMS 


Edward T. P. Watson, Northwestern University School of Business 


Published in Harvard Business Review, January-February 1958 


Che concept of “processes of administration—setting objectives, plan 
ning, organizing, and controlling” is not new, but too little attention 
has been paid to its application. Often management, when faced with 
a problem such as declining profits, will take action to counteract 
what seems to be the immediate problem, in this case by reduciny 
costs or trying to increase sales. In reality the problem may be caused 
by entirely different factors. Diagnosis of the “processes of admin 
istration” may disclose fundamental faults in the objectives, planning, 
organization, or control which in turn result in declining profits 


Che author of this article sets forth various points to be considered 
by top management in facing its problems through use of the “proc- 
esses of administration.” He states that the purpose of such diagnosis 
is to attain fuller appreciation of the underlying problems facing the 
business rather than tagging one factor as the problem. “Profit lies 
at the end of a long chain of interrelated activities.” When attention 
is focused on the basic design of a business, the greatest possibilities 
for profit are realized 
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Subject: THE INTERNAL AUDITING COURSE IN THE ACCOUNTING CURRI- 
CULUM 
By: Robert H. Van Voorhis, Professor, Louisiana State University 


Published in The Accounting Review, January 1958 


Internal auditing is a constantly growing field, yet the accounting 
curriculum in many colleges contains almost no reference to it 
Emphasis is placed on public accounting and specifically on passing 
the CPA examination. Some mention may be made of internai audit 
ing, but a one-hour session on the subject is assumed sufficient 


The author discusses the average accounting curriculum as now 
constituted, the reports and recommendations of various committees 
which have studied the subject, and proposals for inclusion of internal 
auditing courses in all accounting curricula. His own suggestion is 
for a two or three semester hour course. Many of our leading col 
leges have successfully introduced such courses; others should do s 


Subject: PRESENT-DAY CHALLENGES IN FINANCIAL REPORTING 
By: Alvin R. Jennings, Lybrand, Ross Brothers and Montgomery 


Published in The Journal of Accountancy, January 1958 


Many criticisms have been levelled at accountants for failure to pri 

vide and maintain proper standards of financial reporting. Some of 
these criticisms arise from a misunderstanding of the nature of the 
financial report and the degree of certainty it can have. Other criti 
cisms get to more basic issues and deserve further research and 
investigation 


The author suggests that a new research committee be set up t 
examine basic accounting assumptions and develop guides for the pro 
fession and for industry. He feels that the committee should be rela 
tively independent of the American Institute of Certified Public 
Accountants and should have a full-time staff rather than volunteers 
Che Institute has accepted responsibility for development of research 
in accounting principles, and the time has come for fuller researc! 
f basic methods, new events, and methods of testing new ideas 


To meet the demands of financial reporting, accountants must reé 

emphasize their faith in the concept of accounting principles, devis« 
new methods to include others whose roles invest them with parallel 
interests, recognize that accounting principles must be sufficiently 
rigid to give meaning and sufficiently flexible to permit change, and 
increase efforts to educate those who depend on financial re porting to 
the I 


nature and limitations of such reports 
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INTRODUCING AN ORGANIZATION TO BUDGETARY CONTROL 


Robert R. Renner 
Published in The Controller, November 1957 


The first requisite for budget control is planning. However, of equal 
importance is action in making a start on the budget, whether plans 
are fully completed or not. Once a start has been made, any needed 
changes as shown through actual operation of the plan can be effected. 
lf, however, no action is taken until the planning is complete, action 
may be delayed too long. 


Included in this article are discussions of planning the budget, points 
to consider when adopting the budget, how to get the program started 
and how to sell the idea of budget control to both superiors and sub- 
ordinates. Also provided is an outlined program that was used by one 
company. 


OVERHEAD COSTING 
R. Lee Brummet 


Overhead costing has become an increasingly greater problem in 
recent years due to changes in production techniques and the intro 
duction of manufacturing automation. 


The author of this book presents a history of overhead costing sinc: 
1875, then discusses the relevance to income determination, account 
ing, and planning for net income. He also explores the management 
viewpoint of overhead costing of products in reference to pricing 
and to cost control 


After discussing various theories of costing the author states as his 
central thesis “to urge flexibility and imagination in the devising of 
product overhead cost concepts, and at the same time to urge the 
striving for proper concepts for specific purposes.” To accomplish 
these aims, the horizons of accounting (and of some accountants) 
must be broadened 


3ureau of Business Research 


School of Business Administration 


University of Michigan 
Ann Arbor, Mich 
Price $5.00 180 pages 
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ACCOUNTING REPORTS FOR MANAGEMENT 
Ronello B. Lewis 


One of the most perplexing problems confronting the accountant is 
that of translating the figures on the accounting records into reports 
that will present a correct and complete picture of company opera 
tions. All too often, reports are overburdened with detail and fail to 
highlight the really important points that are essential for manage 
ment to know. Present techniques for preparing reports often produce 
results that are difficult to read and do not bring out the specific 
situations that should have attention 


In this book the author sets forth, with full illustrations, his techniques 
for producing readable, adequate and effective reports. To show these 
techniques in action he has set up a fictional company and devised 
typical figures to construct a complete set of reports for one operat 
ing month 


Prentice-Hall, Inc 
70 Fifth Avenue 
New York 11, N. Y 


Price $15.00 187 pages 


Subject: PROFESSIONAL DEVELOPMENT 
By: 


William P. Hutchison, William P. Hutchison and Company 
Published in The Journal of Accountancy, November 1957 


[rue professional development is sorely needed in the accounting field 
to promote recognition and identification of the accountant as a pri 
fessional man. The author feels that only through promotion of true 
professional development can public accounting retain its members 
and grow as a profession 


[he main requirements discussed are personal identity and recog 
nition, internal executive and management training, encouragement 
of outside activities in the community and the profession, financial 
support for such activities, and instilling the desire to contribute to 
the profession. Fulfillment of these obligations will result in less 
costly turnover, fewer individual problems with staff men, and con 
tinuity for the firm 








EMPLOYMENT SECTION 
This employment section is offered as a service to members and 
others who may be seeking employees or who may be interested 
in new employment. All replies should be addressed to the 
advertiser—if the name is given—or addressed to The Institute 
of Internal Auditors, 120 Wall Street, New York 5, N. Y., with 


reference to the Box “E” number. Space rate on request. 














EMPLOYMENT WANTED 
Senior internal auditor with supervisory and manage 
ment experience in both government and commercial 
organizations. I am interested in new and better ways 
of doing things, have a sincere interest in people, and 
the ability to gain confidence and respect of officials and 


employees of the audited organization. Box E. 182. 














SPECIAL SUMMER PROJECT 
C.P.A., University professor, 37, available June 15- 
September 15, or any portion. Will relocate anywhere, 


including abroad, during employment. Box E. 183. 













































Other Publications On Internal Auditing 
(Write to publisher for further information) 





INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 
INDUSTRIAL INTERNAL AUDITING—by W. A. WALKER and W. R. DAVIES 
McGraw-Hill Company—330 W. 42nd Street, New York 18, N. Y. 
BASIC INTERNAL AUDITING—by JOHN B. THURSTON 
International Textbook Company, Scranton, Pa. 
INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 
INTERNAL AUDITING—by VICTOR Z. BRINK 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 
INTERNAL AUDITING—by W. W. BIGG and J. O. DAVIES 
Essential Books Inc.—1600 Pollitt Drive, Fair Lawn, N. J. 








Transfer Binders —for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $3.00 


A drevlar describing Institute publications will be sent upon request. Orders should 
be sent to: THE INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 






































Publications of THE INSTITUTE OF INTERNAL AUDITORS 





INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 


INTERNAL AUDITING, PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author 





Collections of Conference Papers 


EARNING OUR OPPORTUNITIES 
Sixteenth Annual Conference—6 papers 


PROMOTING PROFESSIONAL PROGRESS 
Fifteenth Annual Conference—8 papers 


INTERNAL AUDITING FOR PROFIT 
Fourteenth Annual Conference—7 papers 


PROGRESS THROUGH SHARING 
Thirteenth Annual Conference—8 papers 


NEW FIELDS FOR INTERNAL AUDITING 
Twelfth Annual Conference—8 papers 





Other Published Material 
HOW THE SMALLER BUSINESS UTILIZES INTERNAL AUDITING FUNCTIONS Price $1.00 
INTERNAL AUDIT AND CONTROL OF PAYROLL AND ACCOUNTS PAYABLE Price $1.00 
INTERNAL AUDITING AND ELECTRONIC DATA-PROCESSING MACHINES Price $ .50 
INTERNAL AUDIT AND CONTROL OF A PURCHASING DEPARTMENT Price $1.00 


ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT Price $1.00 


INSTRUCTOR’S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING Price $2.00 


STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR No Charge 


THE FIELD OF INTERNAL AUDITING No Charge 
Descriptive booklet for Students 

















